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GUEST EDITORIA 


Mr. George Maurice Morris,* prominent attorney in the 
field of taxation, contributed the first article in the first 
issue of this magazine. His editorial is appropriately 
titled “Twenty-One Years Old: A Coming of Age.” 


Bhp sence the mast head of “The National 
' Income Tax Magazine’, the first volume 
of a periodical which placed its emphasis 
on the reading interests of practitioners in 
the field of taxation was published. Volume 
I, No. 1 was dated February, 1923. One of 
the first comments of a reviewer that greeted 
this new publication was “Of all sad words 
of tongue or pen, the saddest are ‘Volume I, 
No. 1’.”. The emphasis upon the interest of 
the tax practitioner was somewhat novel and 
the reviewer may have been saddened by 
experience. 


The contents of the first volume gave a 
rather good indication to the expected readers 
of what they were to be invited to read. 
The first article dealt with “Accounting as 
Affected by Income Taxation”, It was fol- 
lowed by another article, “Income Tax Prac- 
tice of Lawyers”. The reader was told “What 
Stock Dividends Do”. Those interested in 
the preparation of bank returns were advised 
how to make such returns. The former chief 
of the Corporation Tax Section of the Wis- 
consin Tax Commission was invited to tell 
us “What Is Ahead in 
Taxation.” 


Wisconsin Income 


The new publication enjoyed communica- 
tions from two readers, one respecting the 
Illinois tax system and the other objecting 
to a further issue of tax-exempt bonds and 
urging an increase in inheritance taxes. It 
was thus indicated at the outset that the 
publication’s contents would be broader in 
scope than the title “The National Income 
Tax Magazine”. 

There were the book reviews which one 
might expect. The only feature of the pub- 
lication which later disappeared was a direc- 
tory of firms engaged in income tax practice. 
This first list was confined entirely to ac- 
countants, but apparently contemplated poten- 
tial listing of lawyers and any other persons 


admitted to practice before the Treasur 
Department. 


As one reviews the subject matter in thes 
first 25 pages of editorial material in 1 
periodical, he finds it interesting to contras 
them with a more recent issue of “TAxEs 
The Tax Magazine”. It is worth notin 
how the original editors selected, in genera 
the same kind of reading material whic 
will be found in the expanded magazine o 
today. Now one observes a more technica 
approach to many subjects, the more frequer| 
use of statutory, legal and accounting phrase 
which particularly pertain to taxes almos 
as if they were “trade” terms. There is ; 
sharper focus as the tax practitioners hav: 


to allo 


grown wiser, but the man who founded thé 


periodical apparently had a rather propheti: 
conception of the subject matter which poten’ 
tial readers would enjoy. 


In addition to a general similarity of read. 


ing matter, the format of the magazine wa‘ 


virtually what it is twenty-one years late 
in its December 1944 issue. Perhaps it i: 
this similarity which has led the editors t 
decide upon the new format, much as an 
woman might like to appear in a new ha 
even though her husband and constant listene! 
is satisfied with the bonnet she is wearing 


The article on “Income Tax Practice o: 
Lawyers”, which appeared in the first issue 


Washin 
Lyma 


Advis 


calls to mind that those who then practice(f 


in tax matters were then divided betwee 
those who were lawyers and those who wer 


not lawyers. The latter class were referre® 


to as “agents”. Certified Public Accountant: 
then apparently had no tax distinction a: 
such. The whole group were called “Th: 
Treasury Bar” and not “The Tax Bar’”’, thé 
designation now current. With the existenc 
of the United States Tax Court, the wer 
“Bar” has a justification which it harc}; 
(Please turn to inside back cover) 
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N THE field of State Income Taxation, 

proportioning a taxpayer’s income to the 
several states in which it does business is 
the most complicated subject, and at the same 
time most interesting, that confronts both 
the taxpayer and the tax administrator. Here, 
upon logical reasoning, thorough understand- 
ing of the law, and some bargaining ability 
depends the outcome of the tax case. Many 
tax questions arise in regard to non-re- 
curring items and have importance only in 
the year in question. Proper apportioning 
sof income among the several states is of 
continual importance for yearly savings in 
state income taxes can be effected by the 
taxpayer obtaining and maintaining a good 
basis. Conversely, a poor basis may bring 
high yearly tax costs. 

It is important that a taxpayer have a 
fundamentally sound basis of reporting in- 
come. An apportionment basis once agreed 
upon should stand for a number of years, 
unless either the taxpayer’s method of doing 
business or the state’s income tax law changes, 
for neither the taxpayer nor the tax author- 
ities relish a yearly argument on the method 
of reporting income. 


State income tax laws make provision for 
taxing only a portion of a corporation’s in- 
come for several reasons: the inducement of 
out of state or foreign corporations to do 
business in their states, constitutional limi- 
tations of state income tax laws, and a desire 
to grant domestic corporations as favorable 
a basis for reporting income as is granted 
to out of state or foreign corporations. Be- 
cause of non-uniformity of apportionment 
formulas and different treatment of expense 
or income items as well as tax deductions 
and the absence of state income tax Jaws in 
some states, a taxpayer may be subjected 
to a tax on a sum aggregating more than 
100% of its income, or may be subjected toa 
tax on an amount considerably less than 
100%. 


In many instances it is difficult, if not 
impossible for a taxpayer to ascertain accu- 
rately in what states its total income was 
earned. Intermingling of business transac- 
tions in the several states in which the tax- 
payer does business, does not always permit 
proper allocation of its income to particular 
states. Sometimes proper allocation would 
require more detailed records than the tax- 
payer may desire to keep. There may also 
be many items of expense that have to be 
allocated on an arbitrary basis, such as sales, 
purchases or payrolls. A taxpayer in this 
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position would report its income by using 
the apportionment formula. 


In other instances, certain taxpayers are 
engaged in business lending itself easily to 
separate accounting and their records are 
accurately kept so that the taxable income 
earned in the various states is readily ob- 
tainable. Many state income tax laws au- 
thorize reporting income on a_ separate 
accounting basis under certain circumstances. 
Some states encourage separate accounting, 
while others very definitely discourage it. 
Where the state taxing authorities resist a 
taxpayer’s desire to report its income on a 
separate accounting basis, certain problems 
are presented to the taxpayer. 


My article entitled “Special Income Tax 
Problems of Subsidiary and Related Cor- 
porations” published in the September 1944 
issue of “TAxEs—The Tax Magazine” con- 
tains much argument and material that may 
be adopted by one corporation in establish- 
ing a separate accounting method for report- 
ing income. 


A taxpayer cannot establish as strong a 
case for separate accounting as it can pre- 
sent for the recognition of separate corpor- 
ate entities. The primary and fundamental 
difference of one corporation doing business 
in several states as compared with several 
related corporations doing business in vari- 
ous states is important as well as apparent. 
Each related corporation is a legal entity 
and may petition a court on its own behalf. 
A department or enterprise of a corporation 
has no legal personality. They are only 
parts of a legal personality. If the related 
corporations are incorporated in different 
states and several of them do no business in 
a particular state, then the tax authority of 
that state must indeed strain itself to bring 
the outside corporations into its jurisdiction 
for the purpose of disregarding intercor- 
porate dealings. Where only one corporate 
taxpayer is involved, its departments or en- 
terprises are much more subject to the will 
and wishes of the tax authority. 

In spite of a weaker case for separate 
accounting for the departments or enter- 
prises of one tax paying corporation, there 
may remain a basis for this method of re- 
porting income strong enough to success- 
fully withstand assault. Separate accounting 
should rest upon the firm foundation of 
accurate and complete records, proof of fair- 
ness of prices or for service charges and the 
absence of too many arbitrary allocations of 
expense. 

















Separate Accounting Preferred 


An ideal situation for separate accounting 
is where a corporation purchased a store 
and transferred goods to it at the same 
price that it sold such goods to unrelated 
dealers; and further, where no expenses 
other than those incurred by the store deal- 
ing with “outsiders” were on the store’s 
books and records. If such books and rec- 
ords were complete, the income earned by 


the store would accurately be shown by its 
books. 


Another ideal situation for separate ac- 
counting of income is where several stores 
or branches operated under one corporate 
charter in several states and each keep its 
own books and records, buy and sell their 
own goods and charge no central adminis- 
trative expenses, even though they operate 
under a central authority. 


It is recognized that most of the troubles 
involved in reporting on a separate method 
for state income tax purposes arise from 
less ideal situations than those outlined. 
Generally there are central administrative and 
purchasing offices. In order to accurately 
reflect the income of the stores or branches, 
it becomes necessary to allocate the “Home 
Office” expenses. The savings accruing to 
the stores or branches through the efforts 
of the home office may be automatically 
passed on to the operating units of the cor- 
poration. Inasmuch as the home office em- 
ployees and officers simultaneously work for 
the benefit of all units, it becomes necessary 
to allocate many items of expenses on some 
arbitrary basis, such as purchases, to the 
several units. No matter how fair any arbi- 
trary allocation basis may be, it is subject 
to attack, if the authority sitting in review 
is so inclined. Where possible, the central 
office should charge expenses specifically in- 
curred for a particular unit to it. Where 
this is not possible considerable thought 
should be given to the method of pro-rating 
expenses to the various units on a fair and 
equitable basis. 


If the savings and benefits of the central 
office are uniformly passed: on and if the 
central office expenses are equitably dis- 
tributed and if the sales are of like articles 
and like prices and if the volumes of the 
several units are the same, then the taxable 
income of the units should be closely com- 
parable. It is assumed here that the central 
office is not attempting to show a profit on 
its operations, although it may have earned 
a considerable amount thereon. To assume 
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A taxpayer whose business and bookeep- Proper 
ing records are readily adaptable to the 4% ks 
separate accounting method of reporting dition 
may receive permission in many of the states. V48¢ 
having income taxes to report on that basis. wher 
In other states he may be denied the use —— 
of the separate accounting method of re- Bad d 
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Prerequisities of a Good Case Cash 
The tendency of the courts is to uphold ove 
the methods of taxing income as outlined nes 
by the state tax laws and taxing authorities. Othe 
Therefore, in order to have a reasonable era 
chance of success in court, the taxpayer 
should have a strong case against the state. 
The taxpayer must show among other things J Diffe 
that: se] 
1. The apportionment formula allocates far a 
more income to the state than was actually § Una 
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obtain if the apportionment method does 7. 
not allocate considerably more income to af} desi 
state than was earned therein. In my opinion — sepa 
there should be at least a 25% difference in able 
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separate accounting or apportionment. 
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6. The difference between the income on 
the separate accounting method and on the 
apportionment method is due to factors in 
the particular state involved being different 
than the average factors of the entire busi- 
ness. If the difference between the two 
methods is for example $66,000.00 an ap- 
proximate reconciliation might be made. It 
may be as follows: 


Property factor of unit to sales 
4% whereas average is 2.5%, ad- 
ditional income arising thereby. $20,000.00 

Wage factor of unit to sales 3% 
wheras average is 2.5%, addi- 
tional income arising thereby. 

Bad debts of unit over average 
of entire business 

Wages of unit over average of 
entire business 

Freight paid of unit over average 
of entire business 

Rent paid of unit over average of 
entire business 

Returns and allowances of unit 
over average of entire business 

Fire and liability insurance over 
average of entire business .... 

Cash discounts allowed of unit 
over average of entire busi- 
ness 

Other expenses of unit over av- 
erage of entire business 


Total 


Difference in income between 
separate accounting and ap- 
portionment method 


15,000.00 
10,000.00 
8,000.00 
4,000.00 
2,000.00 
1,500.00 
500.00 


1,000.00 


3,000.00 
$65,000.00 


Unaccounted-for difference. 


, 


7. The business of the department or store 
desiring to have its income reported on a 
separate accounting method is less profit- 
able than the average of the entire busi- 
ness. For example, one factory produces a 
competitive shoe for low profits and another 
produces a specialty shoe highly advertised 
for high profits. Another example is a 
wholesale house located in a territory where 
its customers are retailers that have little 
chain store competition compared with a 
sister branch located in an area where its 
dealers have a great deal of chain store com- 
petition. 


. $ 1,000.00 


Separate Accounting Method Cases 


Let us examine the U. S. Supreme Court 
cases of Hans Rees’ Sons, Inc. v. North 
Carolina, 283 U. S. 123, where the taxpayer 
won a notable victory for the separate ac- 
counting method and the comparatively re- 
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cent case of Butler Brothers v. McColgan, 
315 U. S. 501, wherein the Tax Commis- 
sioner won his case against separate ac- 
counting and for the apportionment method. 


Hans Rees’ Sons, Inc. was a corporation 
organized under the laws of New York and 
engaged in the business of tanning, manu- 
facturing and selling belting and other heavy 
leathers. Its only manufacturing plant was 
located at Ashville, North Carolina. The 
sales office as well as a warehouse was lo- 
cated in New York. Its buying operations 
were located outside of North Carolina. The 
company presented evidence that its income 
was derived from the three sources of buy- 
ing, manufacturing and selling. The com- 
pany was engaged in both wholesale and retail 
business. The wholesale business consisted 
of selling part of the tanned hides to shoe 
manufacturers or others in carload lots and 
the retail business consisted of cutting 
‘and finishing the hides in numerous ways and 
selling such products in generally less than 
carload lots. The North Carolina Commis- 
sioner of Revenue attempted to tax a part 
of the taxpayer’s income measured by the 
percent of the taxpayer’s tangible property 
located in North Carolina of the total 
tangible property located everywhere. For 
the years in question, 1923 through 1926 this 
method allocated from 66% to 85% of the 
taxpayer’s income in North Carolina. 


Arbitrary Application of Tax 


Hans Rees’ Sons, Inc. contended that the 
state income statute as applied against its 
income after taking into consideration the 
facts and particulars of its case was arbitrary, 
unreasonable and repugnant to the Four- 
teenth Amendment of the Federal Con- 
stitution. The taxpayer measured its 
manufacturing income by the difference be- 
tween the cost of tanning done by contract (a 
source of “outside evidence”) and its actual 
manufacturing cost of tanning. The decision 
does not mention how its buying income 
was measured. The taxpayer could have 
introduced witnesses to show that its buy- 
ing acumen was better than ordinary and 
resulted in incomes or profits of approxi- 
mate amounts. The manufacturing profit of 
the taxpayer was all assigned to North 
Carolina, although part of the finishing of 
leather was done in New York. The deci- 
sion of the court does not state how the 
taxpayer computed selling profits. The sell- 
ing profits on the wholesale business of 
selling hides could readily be computed. 
This profit would be the difference between 
the sales and the contract price of tanning 
hides plus the cost of the hides plus the 
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“buying profits”. The selling profits on the 
cut and finished leather would be a more 
difficult figure to obtain. It could be the 
difference between the sales price and the 
price for which the taxpayer could purchase 
such items from a manufacturer solely in a 
manufacturing business. In the absence of 
any mention of this element it is assumed 
that Hans Rees’ Sons, Inc. successfully 
showed the amount of retail selling profit. 
The case mentions “detailed compilation set 
out in the record”. The taxpayer contended 
that its facts and figures showed about 17% 
and in no event over 21.7% of its income 
earned and taxable in North Carolina. 


Supreme Court’s Decision 


In giving its decision the United States 
Supreme Court made the following perti- 
nent remarks: 


“The case comes here on appeal. Relying 
upon the decision of this court with respect 
to statutes of a similar sort enacted by 
other states, the supreme court of the state 
held that the statute of North Carolina was 
not invalid upon its face, in Underwood 
Typewriter Co. v. Chamberlain, 254 U. S. 113, 
65 L. ed. 165, 41 S. Ct. 45, in regard to the 
taxpayer’s objection, but this showing wholly 
fails to sustain the objection. The legisla- 
ture in attempting to put upon this busi- 
ness (Underwood) its fair share of the 
burden of taxation was faced with the im- 
possibility of allocating specifically the profits 
earned by processes conducted within its 
borders. It, therefore, adopted a method of 
apportionment which for all that appears in 
this record reached, and was meant to reach, 
only the profits earned within the state. The 
plaintiff's (Underwood) argument on this 
branch of the case, as stated by the supreme 
court of errors, carries the burden of show- 
ing that 47 per cent of its net income is not 
reasonably attributable, for purposes of taxa- 
tion, to the manufacture of products from 
the sale of which 80 per cent of its gross 
earnings were derived after paying manu- 
facturing costs. The corporation (Under- 
wood) has not even attempted to show this; 
and for aught that appears the percentage 
of net profits earned in Connecticut may 
have been much larger than 47 per cent. 
There is, consequently, nothing in this rec- 
ord to show that the method of apportion- 
ment adopted by the state was inherently 
arbitrary, or that its application, to this 
corporation produced an unreasonable re- 
sult. In this view, the validity of the Con- 
necticut statute was sustained. 
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In the case 





of Bass, Ratcliff & Gretton v. State Tax Com- 
mission, 266 U. S. 271, 69 L. ed. 282, 45 S. 
Ct. $2, * * * “the court said * * * the 
state was justified in attributing to New 
York a just proportion of the profits earned 
by the company. Nor do we find that the 
method of apportioning the net income on 
the basis of the ratio of the segregated assets 
located in New York and elsewhere, was 
inherently arbitrary or a mere effort to 
reach profits earned elsewhere under the 
guise of legitimate taxation * * *. It is 
not shown in the present case, any more 
than in the Underwood Typewriter Co. case, 
that this application of the statutory method 
of apportioning income has produced an un- 
reasonable result.’ 


“In the instant case, the state court, (North 
Carolina) having considered these decisions, 
(Underwood Co. and Bass, Ratcliff & Gretton 
Co.) held that the statute of North Carolina 
was valid upon its face, sought to justify 
its view that the evidence offered by the 
appellant was without effect upon the fol- 
lowing grounds: 


“*The fallacy of this conclusion (that is, 
the appellant’s (Hans Rees’ Sons, Inc.) con- 
tention that the application of the statute 
had been shown to be unreasonable and 
arbitrary, and hence repugnant to the Fed- 
eral Constitution) lies in the fact that the 
petitioner undertakes to split into independent 
sources, income which the record discloses 
was created by a single business enterprise. 
Hides were bought for the purpose of being 
tanned and manufactured into leather at 
Ashville, North Carolina, and this product 
was to be shipped from the plant and sold 
and distributed from New York to the ctfs- 
tomer. The petitioner was not exclusively 
a hide dealer or a mere tanner of leather 
or a leather salesman. It was a manufacturer 
and seller of leather gonds, involving the 
purchase of raw material and the working 
up of that raw material into acceptable com- 
mercial forms, for the ultimate purpose of 
selling the finished product for a profit. 
Therefore, the buying, manufacturing and 
selling were component parts of a single 
unit. The property in North Carolina is the 
hub from which the spokes of the entire 
wheel radiate to the outer rim.’ And, in its 
final conclusion, the state court (North 
Carolina) said that, ‘if it were conceded that 
the evidence offered by the appellant were 
competent, still, as is showed that the ap- 
pellant was conducting a unitary business as 
contemplated and defined by the courts of 
final jurisdiction, it was not permissible to 
lop off certain elements of the business con- 










stituting 
income 1 


Cases f 
The 
this cor 
“We 
Eviden 
the Ur 
Ratcliff 
These 
conclu: 
facture 
the net 
unitary 
gardle 
Under’ 
decide 
total t 
nectic! 
factur 
case t 
alloca 
the p 
instar 
invol 
wood 
in th 
reach 
state. 
in th 
that 
of ne 
was | 
adop 
the ] 
of t! 
Gret 
fect 
in N 
“cy 
exat 
whe 
intr 
unt 
arb 
the 
unt 
gall 
doe 
tio 
dif 
cor 
ent 
reg 
de 
in 


Tn 








January, 1945 e TAXES—The Tax Magazine 


Se 


- Com- 
45 S. 
* the 

. New 

Sarned 

at the 

me on 
assets 
>» Was 
rt to 

‘r the 
It is 
more 
case, 

1ethod 

in un- 


North 
sions, 
retton 
rolina 
ustify 
y the 
fol- 


at is: 
con- 
atute 
and 
Fed- 
t the 
ndent 
loses 
rise. 
eing 
i at 
duct 
sold 
cis- 
ively 
ither 
turer 
the 
king 
‘om- 
e of 
-ofit. 
and 
ngle 
> the 
itire 
1 its 
orth 
that 
vere 
ap- 
Sas 
Ss ot 
e to 
-on- 


rine 


stituting a single unit, in order to place the 
income beyond the taxing jurisdiction of the 
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Cases not Similiar 


The U. S. Supreme Court in regard to 
this conclusion said: 


“We are unable to agree with this view. 
Evidence which was found to be lacking in 
the Underwood Typewriter Co. and Bass, 
Ratcliff & Gretton cases is present here. 
These decisions are not authority for the 
conclusion that where a corporation manu- 
factures in one state and sells in another, 
the net profits of the entire transaction, as a 
unitary enterprise, may be attributed, re- 
gardless of evidence, to either state. In the 
Underwood Typewriter Co. case, it was not 
decided that the entire net profits of the 
total business were to be allocated to Con- 
necticut because that was the place of manu- 
facture, or, in the Bass, Ratcliff & Gretton 
case that the entire net profits were to be 
allocated to New York because that was 
the place where sales were made. In both 
instances, a method of apportionment was 
involved which, as was said in the Under- 
wood Typewriter Co. case, for all that appears 
in the record reached, and was meant to 
reach, only the profits earned within the 
state. The difficulty with the evidence offered 
in the Underwood Typewriter Co. case was 
that it failed to establish that the amount 
of net income with which the corporation 
was charged in Connecticut under the method 
adopted was not reasonably attributable to 
the processes conducted within the borders 
of that state; and in the Bass, Ratcliff & 
Gretton case the court found a similar de- 
fect in proof with respect to the transactions 
in New York. 


“kK * * The difficulty of making an 


exact apportionment is apparent and hence, 
when the state has adopted a method not 
intrinsically arbitrary, it will be sustained 
until proof is offered of an unreasonable and 
arbitrary application in particular cases. But 
the fact that the corporate enterprise is a 
unitary one in the sense that the ultimate 
gain is derived from the entire business, 
does not mean that for the purpose of taxa- 
tion the activities which are conducted in 
different jurisdictions are to be regarded as 
component parts of a single unit so that the 
entire net income may be taxed in one state 
regardless of the extent to which it may be 
derived from the conduct of the enterprise 
in another state. 


“When, as in this case, (Hans Rees’ Sons, 
Inc.) there are different taxing jurisdictions, 


Separate Accounting 


each competent to lay a tax with respect to 
what lies within, and is done within, its own 
borders, and the question is necessarily one 
of apportionment, evidence may always be 
received which tends to show that a state 
has applied a method, which, albeit fair on 
its face, operates so as to reach profits 
which are in no sense attributable to trans- 
actions within its jurisdiction, 


“Nor can the evidence be put aside in the 
view that it merely discloses such negligible 
criticisms in allocation of income as are 
inseparable from the practical administration 
of a taxing system in which apportionment 
with mathematical exactness is impossible. 
The evidence in this instance, as the state 
court puts it, tends to show that for the 
years 1923, 1924, 1925 and 1926 the average 
income having its source in the manufactur- 
ing and tanning operations within the state 
of North Carolina was 17 per cent while 
under the assessments in question, there 
was allocated to the state of North Carolina 
approximately 80 per cent of the appellant’s 
income. 


“An analysis has been submitted by the 
appellant for the purpose of showing that 
the percentage of its income attributable to 
North Carolina for the years in question, 
did not in any event exceed 21.7 per cent. 


‘“* %* * For the present purpose, in de- 


termining the validity of the statutory method 
as applied to the appellant, it is not neces- 
sary to review the evidence in detail, or to 
determine as a matter of fact the precise 
part of the income which should be re- 
garded as attributable to the business con- 
ducted in North Carolina. It is sufficient to 
say that, in any aspect of the evidence, and 
upon the assumption made by the state 
court with respect to the facts shown, the 
statutory method, as applied to the appellant’s 
business for the years in question, operated 
unreasonably and arbitrarily, in attributing 
to North Carolina a percentage of income 
out of all appropriate proportion to the 
business transacted by the appellant in that 
state. In this view, the taxes as laid were 
beyond the state’s authority. Shaffer v. Car- 
ter, 252 U. S. 37, 52, 53, 57, 64 L. ed. 445, 
456, 457, 40 S. Ct. 221. 


“For this reason the judgment must be 
reversed and the cause remanded for fur- 
ther proceedings not inconsistent with this 
opinion.” 


Detail Compilation of Facts 

In analyzing this case, Hans Rees’ Sons, 
Inc., it may be seen that the court stressed 
the important fact that the Hans Rees’ case 
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brought to court and introduced as evidence 
“detailed compilations set out in the rec- 
ord”, The taxpayer built its case on facts 
and figures and not on legal arguments 
alone. Hans Rees’ also went to considerable 
trouble to analyze its business into the three 
divisions of buying, manufacturing and sell- 
ing and was in a position to present the 
figures showing the income made in the 
three divisions. Neither the state court nor 
the Supreme Court questioned the figures 
or the result they demonstrated. 


There are good cases to be quoted on 
either side of almost any question and theories 
of how things should be done have equally 
competent champions diametrically opposed, 
but a good set of solid figures analyzing the 
taxpayer’s business are hard to dispute and 
the facts disclosed by them can be used to 
substantiate the taxpayer’s arguments and 
at the same time refute the tax authorities’ 
theories. A case built upon figures as well 
as laws might also give the court the fa- 
vorable impression that the taxpayer has 
analyzed its business in detail and knows 
what it is talking about and believes what 
it is saying. After all the taxpayer is in the 
best position to know all about its own 
business. 


State Court Relied on 
Supreme Court 


Note that the state court relied consid- 
erably on the U. S. Supreme Court deci- 
sions in the cases of Underwood Typewriter 
Co. and Bass, Ratcliff & Gretton. It is very 
important to remember that the U. S. Su- 
preme Court said Underwood and Bass 
“failed to establish the amount of net income 
with which the corporation was charged”. 


In the Hans Rees’ case the court said that 
it would go along with a state taxing sys- 
tem that was practical although not mathe- 
matically correct, but in any case under 
review the results had to be reasonable and 
not inherently arbitrary. The taxpayer can 
only show measurable unreasonableness with 
figures, not with arguments. 


In this case the court made an important 
observation when it said: 


“But the fact that the corporate enter- 
prise is a unitary one, in the sense that the 
ultimate gain is derived from the entire 
business, does not mean that for the pur- 
pose of taxation the activities which are 
conducted in different jurisdictions are to 
be regarded as component parts of a single 
unit so that the entire net income may be 
taxed in one state regardless of the extent 
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From this it could easily be assumed that § the actu 
the court would give recognition as to what buying di 
operations or in what departments the in- The aii 
come was earned and in what states theg ™& °*P 
operations occurred or the departments were clusively 
located. _ of 
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Hans Rees’ in allocating manufacturing ee 











profits to the state of North Carolina was 
liberal; the state of North Carolina used 
only one apportionment factor, tangible 
property. If the state had used several 
other factors, such as sales and wages and 
if the result had been an attempt to tax 
only about 40 per cent of Hans Rees’ Sons, 
Inc. income instead of about 80 per cent 
as compared with an admittable possible 
21.7 per cent being taxable, the decision in 
the case may have been affected. 


Butler Bros. v. McColgan 


Now let us examine the case of Butler 
Brothers v. McColgan, 315 U. S. 501, wherein 
the taxpayer lost its contention for a sepa- 
rate accounting basis of reporting for Cali- 
fornia franchise tax purposes, a tax measured 
by income earned within the state of Cali- 
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The court, quoting from the stipulation of cae h 
facts, states: prea 

“Appellant (Butler Brothers) is an Illi- J trom | 
nois Corporation qualified to do business — '" due 
in California. Its home office is in Chicago, } C@'Pts 
Illinois. It is engaged in the wholesale dry | merc! 
goods and general merchandise business, | Fran‘ 
purchasing from manufacturers and others alloce 
and selling to retailers only. It has whole- § °! $8: 
sale distributing houses in seven states, in- J the < 
cluding one at San Francisco, California. J 204 
Each of its houses in the seven states main- § ©°™ 
tains stock of goods, serves a separate § P* ‘ 
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territory, has its own sales force, handles 
its own sales and all solicitation, credit and 
collection arrangements in connection there- 
with, and keeps its own books of account. 
For the period in question, all receipts from 
sales in California were credited to the San 




















Francisco house. Appellant maintains a — '°U' 
central buying division through which goods § 0°" 
for resale are ordered, the goods being shipped met! 
by manufacturers to the houses for which §— P'°! 
they were ordered. All purchases made by — 4° 
the appellant for sale at its various branches § '@** 
are made through that central buying divi- ” . 
sion. The cost of the goods and the trans- er 
portation charges are entered on the books " 
of the house which receives the goods. No yea 
charges are made against any house for the to | 
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benefit of appellant or any of its other houses 
by reason of the centralized purchasing. But 
the actual cost of operating the centralized 
buying division is allocated among the houses. 
The greater part of appellant’s other operat- 
ing expenses is incurred directly and ex- 
clusively at the respective houses. Certain 
items of expense are incurred and paid by 
appellant for the benefit of all houses and 
allocated to them. No question exists as to 
the accuracy of the amounts of such expense 
or the method of allocation. The latter ad- 
mittedly followed recognized accounting 
principles. For the year 1935 the amount of 
such allocated expense charged to the San 
Francisco house was $100,091. For purposes 
of this suit it was agreed 
that approximately 75 per 
cent of that amount would 
have been incurred even 
though the San Francisco 
house was not operated. 
The accuracy and propriety 
of the basis of allocation 
of those common expenses 
for 1935 were admitted. 
Included in such expenses 
were executive salaries, certain accounting 
expenses, the cost of operating a central buy- 
ing division, and a central advertising divi- 
sion. Except for such common expenses, 
each house is operated independently of each 
other house. Appellant computed its income 
from the San Francisco house for the period 
in question by deducting from the gross re- 
ceipts from sales in California the cost of such 
merchandise, the direct expense of the San 
Francisco house, and the indirect expense 
allocated to it. By that computation a loss 
of $82,851 was determined. In the year 1935 
the operations of all houses of appellant 
produced a profit of $1,149,677. The tax 
commissioner allocated to California 8.1372 
per cent of that amount. That percentage 
was determined by averaging the percentage 
which (a) value of real and tangible per- 
sonal property, (b) wages, salaries, comis- 
sions and other compensation of employees, 
and (c) gross sales, less returns and allow- 
ances, attributable to the San Francisco 
house bore to the corresponding items of all 
houses of appellant. No other factor or 
method of allocation was considered. The 
propriety of the use of that formula is not 
questioned if by reason of the stipulated 
facts a formula for allocation to California 


of a portion of appellant’s income from all 


sources is proper. 


“The stipulation also states that in the 
year 1935 the total sales made by appellant 
to all its houses amounted to $66,326,000, 


Separate Accounting 


Wartime restrictions are no bar 
to rising State tax collections. 
The States have, during the fiscal 
year 1944, collected about $5.4 
billion according to a preliminary 
report of the Bureau of Census. 


of which $5,206,000 were made by the San 
Francisco house. The purchases made for 
the account of that house were substantially 
in the same proportion to total purchases. By 
reason of the volume of purchases made 
by appellant ‘more favorable prices are ob- 
tained than would be obtainable in respect 
of purchases for the account of any in- 
dividual house’. The addition of purchases 
‘in an amount equal to the purchases made 
for the account of the San Francisco house 
results in no more favorable prices than 
could be obtainable in respect of purchases 
in an amount equal to the purchases which 
would be made’ by appellant for its other 
houses if the San Francisco house was not 
in existence; and ‘a re- 
duction in the volume of 
purchases in an amount 
equal to the purchases 
made for the San Fran- 
cisco house, would result in 
no less favorable prices be- 
ing obtainable in respect of 
the purchases which would 
be made for the remaining 
houses’ of appellant. 


“Hans Rees’ Sons, Inc. v. North Carolina, 
283 U. S. 123, 75 L. ed. 879, 51 S. Ct. 385, con- 
stitutes appellant’s chief support in its at- 
tack on the formula employed and the tax 
imposed by California. Appellant maintains 
that the use of the formula in question re- 
sulted in converting a loss of $82,851 into a 
profit of over $93,500 and that the difference 
of some $175,000 has either been created 
out of nothing or appropriated by California 
from other states. 


“We take a different view. We read the 
statute as calling for a method of alloca- 
tion which is ‘fairly calculated’ to assign 
to California that portion of the net income 
‘reasonably attributable’ to the business 
done there. The test, not here challenged, 
which has been reflected in prior decisions 
of this Court, is certainly not more exacting. 
Bass, Ratcliff & Gretton v. State Tax Com- 
mission, 266, U. S. 271, 69 L. ed. 282, 45 
S. Ct. 82; Ford Motor Co. v. Beauchamp, 
308 U. S. 331, 84 L. ed. 304, 60 S. Ct. 273. 
Hence, if the formula which was employed 
meets those standards, any constitutional 
question arising under the Fourteenth 
Amendment is at an end. 


“One who attacks a formula of apportion- 
ment carries a distinct burden of showing 
by ‘clear and cogent evidence’ that it re- 
sults in extraterritorial values being taxed. 
See Norfolk & W.R. Co. v. North Carolina, 
297, U. S. 682, 688, 80 L. ed. 977, 982, 56 
























S. Ct. 625. This court held in Hans Rees’ 
Sons, Inc. v. North Carolina, supra (283 U. S. 
135, 75 L. ed. 907, 51 S. Ct. 385), that that 
burden had been maintained on a show- 
ing by the taxpayer that ‘in any aspect of 
the evidence’ its income attributable to 
North Carolina was ‘out of all appropriate 
proportion to the business’ transacted by 
the taxpayer in that State. No such show- 
ing has been made here. 


“It is true that appellant’s separate ac- 
counting system for its San Francisco 
branch attributed no net income to Cali- 
fornia. But we need not impeach the in- 
tegrity of that accounting system to say 
that it does not prove appellant’s assertion 
that extraterritorial values are being taxed. 
Accounting practices for income statements 
may vary considerably according to the 
problem at hand. Sanders, Hatfield & Moore, 
A Statement of Accounting Principles (1938), 
p. 26. <A particular accounting system, 
though useful or necessary as a business 
aid, may not fit the different requirements 
when a State seeks to tax values created 
by business within its borders. Cf. Hamil- 
ton, Cost as a Standard for Price, 4 Law 
& Contemporary Problems 321. That may 
be due to the fact, as stated by Mr. Justice 
Brandeis in Underwood Typewriter Co. v. 
Chamberlain, 254 U. S. 113, 121, 65 L. ed. 
165, 169, 41 S. Ct. 45, that a State in at- 
tempting to place upon a business extend- 
ing into several States ‘its fair share of the 
burden of taxation’ is ‘faced with the im- 
possibility of allocating specifically the prof- 
its earned by the processes conducted within 
its borders.’ Furthermore, the particular 
system used may not reveal the facts basic 
to the State’s determination, Bass, Ratcliff 
& Gretton v. State Tax Commission, supra 
(266 U. S. 283, 69 L. ed. 287, 45 S. Ct. 82). 
In either aspect of the matter the results of 
the accounting system employed by appellant 
do not impeach the validity or propriety 
of the formula which California has applied 
here. 


“At least since Adams Exp. Co. v. Ohio 
State Auditor, 165 U. S. 194, 41 L. ed. 683, 
17 S. Ct. 305, this Court has recognized that 
unity of use and management of a business 
which is scattered through several States 
may be considered when a State attempts 
to impose a tax on an apportionment basis. 
As stated in Hans Rees’ Sons, Inc. v. North 
Carolina, supra (282 VU. S. 133, 75 L. ed. 904, 
51 S. Ct. 385), ‘the enterprise of a corpora- 
tion which manufactures and sells its manu- 
factured product is ordinarily a unitary 
business, and all the factors in that enter- 
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prise are essential to the realization of prof. 
its.’ And see Bass, Ratcliff & Gretton v 
State Tax Commission, supra (266 U. § 
282, 69 L. ed. 287, 45 S. Ct. 82). By the 
same token, California may properly trea: 
appellant’s business as a unitary one. C{ 
Great Atlantic & P. Tea Co. v. Grosjean, 30) 
U. S. 412, 81 L. ed. 1193, 57 S. Ct. 772, 112 
A. L. R. 293. There is unity of ownershi; 
and management. And the operation of the 
central buying division alone demonstrates 
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that functionally the various branches areff the Cc 
closely integrated. Admittedly, centralized§j interfer 
purchasing results in more favorable pricesf} assessn 
being obtained than if the purchases were that th 
separately made for the account of any oneff fact ne 
branch. What the savings were and what be reor 
portion is fairly attributable to the volumeff in rest 
contributed by the San Francisco branch dof tion fo: 
not appear. But the concession that a re-§f of Cali 
duction or addition of purchase ‘in anff ylation 
amount equal to the purchases made for the} mande 
San Francisco house’ would not result inf Court 
higher or lower purchase prices respectively furnisl 
does not aid appellant’s case. There is noff fornia 
justification on this record for singling out that tl 
the San Francisco branch rather than an-§ sult.’ 
other and concluding that it made no con-§ nied. 
tribution to those savings. As aptly stated} been | 
by the Supreme Court of California, ‘If the} the ru 
omission of the California sales would have 61 L. 
no effect on the purchasing power, theff agree. 
omission of sales in an equal amount create 
wherever made would likewise have nof prise 
effect on the company’s ability to purchase den o 
at a saving. Thus by proceeding in turn extrat 
from state to state, it could be shown that that | 
none of the sales in any of the states should § full o 
be credited with the income resulting from whicl 
the purchasing of goods in large quantities.’ 

Nor are there any facts shown which permit § Byt/ 
the conclusion that the other advantages of Th 
centralized management (Great Atlantic & decis; 





P. Tea Co. v. Grosjean, supra) are attrib- 
utable to other branches but not to the 
one in California. The fact of the matter 
is that appellant has not shown the precise 
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sources of its net income of $1,149,677. lift . “T 
factors which are responsible for that net 1°" ° 
income are present in other States but not § “PP 
present in California, they have not been aaah 
revealed. At least in absence of that proof, a 
California was justified in assuming that sang 
the San Francisco branch contributed its in it 
aliquot share to the advantages of central- 
ized management of this unitary enterprise J . f 
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the Supreme Court of California that these 
factors may properly be deemed to reflect 
‘tthe relative contribution of the activities 
in the various states to the production of 
the total unitary income,’ so as to allocate 
to California its just proportion of the prof- 
its earned by appellant from this unitary 
business. And no showing has been made 
that income unconnected with the unitary 
business has been used in the formula. 


“The stipulation of facts states that if 
‘tthe Court deems that it is bound by any 
interference or presumption respecting the 
assessment made by the Commissioner, or 
that this stipulation fails to establish any 
fact necessary to a decision, the case shall 
be reopened for the taking of further proofs 
in respect thereof.’ Appellant in its peti- 
tion for rehearing before the Supreme Court 
of California relied on that part of the stip- 
ulation in urging that the cause be re- 
manded for a further hearing since that 
Court concluded that ‘appellant has not 
furnished any explanation of why its Cali- 
fornia business differs so from the average 
that the formula produced an erroneous re- 
sult.’ The petition for rehearing was de- 
nied. Appellant now asserts that it has 
been denied procedural due process under 
the rule of Saunders v. Shaw, 244 U. S. 317, 
61 L. ed. 1163, 37 S. Ct. 638. We do not 
agree. The Supreme Court of California 
created no innovation and sprung no sur- 
prise when it placed on appellant the bur- 
den of establishing that the formula taxed 
extraterritorial values. As we have noted, 
that is settled doctrine. Appellant had a 
full opportunity to be heard on the issues 
which it tendered. Affirmed.” 


Butler Bros. Case Sets Example 
The quotations from the Butler Brothers 


decision given should be studied. Any tax- 
payer having a similar case tried should 
meet the questions and have them amply 
explained before going to court. 


“The propriety of the use of that formula 
for allocation to California of a portion of 
appellant’s income from all sources is 
proper.” If the apportionment formula 
method distorts the taxpayer’s income 
earned within the state, the taxpayer should 
not admit that the formula method is proper 
in its case under any circumstances. 


“Appellant maintains that the use of the 
formula in question resulted in converting 
a loss of $82,851.00 into a profit of over 
$93,500.00 and that the difference of some 
$175,000.00 has either been created out of 
nothing or appropriated by California from 


Separate Accounting 


other states.” Note that an argument not 
substantiated by ample figures and sched- 


ules was given no or little consideration 
by the court. 


“The test, not here challenged, which has 
been reflected in prior decisions of this 
Court, is certainly not more exacting.” 
Here the taxpayer argued its case was 
similar to the Hans Rees’ Sons case. But 
Hans Rees’ Sons showed figures and other 
proof, while Butler Brothers did not. The 
Court said Butler Brothers case was similar 
to the case of Bass, Ratcliff & Gretton, 
where statistical proof was not given. in 
support of the taxpayers argument as to the 
arbitrary result of the use of the appor- 
tionment formula. The Underwood Type- 
writer Company case had the same weakness 
disclosed in the Bass, Ratcliff & Gretton case. 


“Hence, if the formula which was 
employed meets those standards, any consti- 
tutional question arising under the Four- 
teenth Amendment is at an end.” The 
formula referred to is one “fairly calculated” 
to assign to a state that portion of the net 
income “reasonably attributable” to the 
business done there. 


“One who attacks a formula of appor- 
tionment carries a distinct burden of show- 
ing by ‘clear and cogent evidence’ that it 
results in extraterritorial values being taxed. 
This Court held in Hans Rees’ Sons that 
the burden had been maintained * * * No 
showing has been made here.” (Butler 
Brothers.) WUHere the court states it wants 
evidence of unfairness, not arguments alone 
to that effect. 


Stress Equal Benefits 


It seems to me that the taxpayer should 
have stressed that all seven branches re- 
ceived equal benefits from advantageous 
buying of the central purchasing depart- 
ment. To bring in that no better prices 
could be obtained if the San Francisco vol- 
ume was lost, confused the issue to the tax- 
payer’s great disadvantage. 


or 


The fact of the matter is that appellant 
has not shown the precise sources of its 
net income of $1,149,677.00. If factors 
which are responsible for that net income 
are present in other States but not present 
in California, they have not been revealed. 
At least in absence of that proof, California 
was justified in assuming that the San Fran- 
cisco branch contributed its aliquot share 
to the advantages of centralized manage- 
ment of this unitary enterprise and to the 
net income earned.” Here is more emphasis 
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that the taxpayer did not substantiate its 
arguments with figures and statistics. 


It appears that the taxpayer relied on the 
stipulation to allow it to show some facts 
and figures at a later date. This privilege, 
in spite of the stipulation, was denied by 
both the Supreme Court of California and 
United States. If Butler Brothers had the 
facts of its case presented in the lower 
court so that its case was complete and the 
higher courts would have had to give the 
facts recognition or an explanation for not 
doing so, the Butler Brothers case may very 
well have been won instead of lost by the 
taxpayer. 
















Similiar Cases 


The case of Butler Brothers v. McColgan 
was decided on similar grounds that gov- 

























United States for construction work. 


STATE TAX CASES BEFORE 
THE SUPREME COURT 


Here are five important state tax cases, argument in which has been heard 
before the Supreme Court and in which decisions are awaited. 


The case of Smith et al. v. Davis et al. (No. 23). 
ad valorem taxation by the state of Georgia of open accounts owed by the 


The Hooven & Allison Co. v. Evatt (No. 38). 


erned in the cases of the Underwood Type- 
writer Co. and Bass, Ratcliff & Gretton. The 
Supreme Court did not set out any new 
issues in the Butler Brothers case. It seems 
that the taxpayer can rely on the Hans 
Rees’ Sons, Inc. case. Any taxpayer that 
can prove that a state’s apportionment 
formula is inherently arbitrary as applied 
to it and produces an unreasonable result 
should have a good case in court. As em- 
phasized in this article, having good grounds 
for separate accounting for state income tax 
purposes is not sufficient in itself. The tax- 
payer’s case must be sufficiently bolstered 
with accounting facts and figures, as well 
as any other relevant evidence to substan- 
tiate the taxpayer’s arguments. 
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Involving the validity of 





Presents the question of 


immunity from Ohio general property taxes of goods grown in foreign countries 
and transhipped by seller’s agent from port of entry to buyer in Ohio. 


Freeman v. Hewit (No. 40). Tests the constitutionality of the Indiana 
gross income tax as applied to the proceeds from the sales of corporate stocks 
and bonds by a resident owner to nonresidents through brokers. 


Spector Motor Service, Inc. v. Walsh (No. 62). Presents the question of 
taxation of motor carriers engaged exclusively in interstate commerce under 
the Connecticut Corporation Business Tax Act. 


United States v. Waddill, Holland & Flinn, Inc., et al. (No. 65). The question 
is priority of various tax liens. 
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Mr. Bock brings his November article up to date 


Recent Developments in 
Accelerated Amortization 


By RUSSELL S. BOCK 


GINCE the article entitled “Accelerated 
J Amortization of Emergency Facilities,” 
published in the November 1944 issue of 
TAxES—The Tax Magazine, was written, 
there have been many new developments. 
Some of them happened so suddenly that 
parts of the article were obsolete before date 
of publication. In view of the general inter- 
est in this subject at the present time, and 
the hoped-for imminence of V-E day with 
its inevitable cutback of production, this 
supplement is written to review and analyze 
the recent developments. 


The long-awaited regulations governing 
issuance of non-necessity certificates were 
issued by the President on September 30, 
1944, by Executive Order 9487. At the same 
time he issued Executive Order 9486 trans- 
ferring to the Chairman of the War Produc- 
tion Board the functions, powers and duties 
in respect of non-necessity certificates con- 
ferred by section 124 (d) of the Code upon 
the Secretary of War-and the Secretary of 
the Navy. 


The regulations are very brief and are 
largely in general terms, over one-half of 
them being devoted to definitions. There is 
little to indicate the policy that will be pur- 
sued in issuing non-necessity certificates or 
the tests that will be applied to determine 
whether the emergency need no longer ex- 
ists. It is provided that a certificate shall 
be issued “where, in view of the condition, 
location and ownership of, such emergency 
facility, the certifying authority has determined 
that no presently foreseeable substantial need 
for such emergency facility exists in the in- 
terests of national defense” (italics supplied). 
The use of the word “substantial” appears 
to indicate a reasonable attitude in those 
cases where the facilities are still being util- 
ized in the war effort but only to a negligible 
extent. Information recently obtained from 
the Tax Amortization Branch of the Army 
Service Forces indicates that the War Pro- 
duction Board’s policy will be to certify a 
facility 100%, if the circumstances warrant 
certification at all, even though some small 


Accelerated Amortization 


portion of the facility may still be used in 
the war effort. As to a group of machines, 
however, where certain pieces of machinery 
in the group are still being used, only those 
machines found to be no longer necessary 
will be certified. 

The regulations contain no provision for 
a time limit for filing applications. Further- 
more, it appears that regardless of the date 
of the certificate itself, the date specified in 
the certificate will be that on which the 
emergency need ceased. Once the certificate 
is issued, the taxpayer has only ninety days 
in which to make the election to accelerate 
amortization; under these circumstances some 
taxpayers may delay filing until they have 
had ample time to decide whether they want 
to take advantage of the acceleration privilege. 

During October the War Production 
Board released the form for application for 
a non-necessity certificate, designated WPB- 
3984. The form is short, simple, easy to 
understand and is accompanied by a clear 
set of instructions. The instructions con- 
tain numerous illustrations to show what 
facilities should be included in one applica- 
tion and what information the application 
should contain. Anyone interested should 
read the instructions carefully; nothing would 
be accomplished by repeating their subject 
matter here. I shall only repeat for purposes 
of emphasis the admonition that to secure 
prompt action the claim should contain full, 
clear and exact information. Much cor- 
respondence will be avoided and time saved 
if this instruction is carefully followed. 

The instructions require that the descrip- 
tions and costs of facilities included in the 
application repeat exactly the descriptions 
and costs as they appear in Appendices A of 
the necessity certificates or in the latest ap- 
proved amendments. It appears therefore 
that non-necessity certificates issued will show 
only such costs and descriptions, even though 
the costs may have been estimated in the 
application for a necessity certificate and the 
actual costs may be different from those esti- 
mated, and though the descriptions may not 


[Continued on page 66] 
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URING the first eleven months of 1944 

the Pennsylvania Courts have handed 
down over a dozen decisions involving cor- 
poration taxes. Two of these came from 
the Supreme Court and the others from 
the Dauphin County Court.* This unusually 
large number of decisions covers the Fran- 
chise, Corporate Net Income, Capital Stock, 
and Corporate Loans Taxes, and also deals 
with several procedural problems. An ex- 
amination of the cases reveals that although 
the Courts have been deciding only those 
cases before them, they have nevertheless 
enunciated several important rules. Some 
of these rules must be applied very care- 
iully to fact situations that are substantially 
similar to those of the case in which the 
rule was set forth, while others are of a 
more or less general applicability. In either 
case it is believed that an examination of 
the various principles set forth will be of 
value to the practitioner engaged in prob- 
lems of Pennsylvania corporate taxation, 
either as a guide for analyzing problems 
or as principles governing the resolution 
of questions. Since most of the cases raise 
more than one issue, the discussion will, 
with but one exception, be divided into 
separate rules. 


I. FRANCHISE TAX 


1. Commonwealth v. Ford Motor Company; 
Commonwealth v. Quaker Oats Company 


These two opinions were handed down 
by the Pennsylvania Supreme Court on 
June 30, 1944. The U. S. Supreme Court 
has been requested to grant a writ Of cer- 
tiorari. Both cases again tested the consti- 
tutionality of the Franchise Tax Act and 
raised a number of other questions, pri- 
marily those concerning allocation. The 
constitutional issues were alike in both 
cases and will be discussed together; the 
allocation questions differ and will be treated 
elsewhere according to the rules established. 
The primary question, as the Court put it, 
was whether the statutory formula was 
correctly applied; the secondary, if cor- 
rectly applied, whether the applicable pro- 
visions of the Act are constitutional. 


In both cases the taxpayers attempted to 
establish that they were engaged in multi- 
form businesses. If such were the case, 
that portion of the capital stock value which 
is represented by assets unrelated to the 


* In Pennsylvania, all Commonwealth tax cases, 
except personal property taxes are tried in the 
Dauphin County Court and an Appeal lies di- 
rectly to the Supreme Court, the latter being the 
court of final jurisdiction. 


Pennsylvania 1944 Rules 


type of business conducted in Pennsylvania 
should be excluded from the measure of 
the Franchise Tax. The Ford Motor Com- 
pany divided its activities into four func- 
tions: (1) the purchase and production of 
raw materials; (2) the manufacture of steel, 
glass, cement, paint forgings, tools, dies, 
gauges, coke, benzol and other products 
and by-products of its raw materials, in- 
cluding finished automobile parts; (3) the 
assembly of finished automobiles, ready for 
sale, from prefabricated parts; and (4) the 
sale and servicing of the finished auto- 
motive products. 


The Quaker Oats Company separated its 
business into three divisions: (1) the pur- 
chase and storage of grains; (2) the manu- 
facture of cereals and cereal products; and 
(3) selling and dealing in cereal products. 


It was contended, in both cases, that the 
first two functions were conducted exclu- 
sively outside of the state; consequently, all 
values pertaining to these unrelated activities 
should be excluded from the tax base. The 
Court disposed of this contention by point- 
ing to the lower Court’s ruling that both 
taxpayers conducted unitary enterprises. 
Since the record sustained the lower Court’s 
findings of fact, it was given its customary 
conclusive effect. This left the following 
more or less general issues: (1) The result 
of the application of the statutory formula 
does not reasonably reflect the value of 
the taxpayers’ franchise in Pennsylvania, but 
results in an arbitrary allocation. (2) The 
equal protection clause of the Federal Con- 
stitution has been violated by discrimina- 
tion resulting from allowing exemptions to 
domestic corporations paying the Capital 
Stock Tax for certain assets, which exemp- 
tions are denied to foreign corporations. 
(3) The tax is not uniformly imposed on 
corporations in the same classification be- 
cause there is no reflection in the allocation 
fractions for intangible assets, although some 
taxpayers might own large proportions of 
such assets. (4) The imposition of the tax 
contravenes the provisions of the Federal 
and the State Constitutions prohibiting the im- 
pairing of obligations of contracts and the 
taking of property without due process of 
law, because it falls upon property beyond 
the jurisdiction of the Commonwealth to 
tax, in the form of tax-exempt securities 
of the United States and tangible and in- 
tangible property having its situs in Other 
states. In discussing these contentions the 
Court said, “The tax is not imposed upon 
any of this property, but upon the value of 
the Pennsylvania franchise, measured by the 
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capital stock related to the business activity 
of the appellant in this State”. The Court 
further pointed out that the records in the 
cases indicate that the value of the United 
States securities, state and municipal bonds 
and the stocks of subsidiary corporations 
were essential to the operating business. In 
the Quaker Oats case, the lower Court held 
that the securties “were employed or held 
as a reserve in its purchasing business”. 
In the Ford case, the lower Court “found as 
a fact that all of the assets including stocks 
of subsidiary companies, bonds and other 
securities are part of its working capital’. 
These conclusions distinguish the Ford Motor 
and Quaker Oats cases from the Mundy case 
(346 Pa. 482 (1943)) in which the value of 
all securities was deducted from the capital 
stock. In that case, the Court found as a 
fact that the value of the securities was un- 
related to the operating business of 
Company. 


the 


It should also be pointed out that the 
Court went to some length in distinguishing 
the Franchise Tax from the Capital Stock 
Tax, which is a property tax. The following 
quotation from the opinion in the Ford case 
is directly in point: 


or 


The alleged discrimination in our tax 
laws against foreign corporations and in 
favor of domestic corporations is said to 
lie in the fact that domestic corporations 
enjoy certain exemptions in the computa- 
tion of their tax base which are denied to 
foreign corporations. In this contention there 
is apparent again appellant’s studied confu- 
sion of the essential differences between a 
property tax and a franchise tax. Certain 
property of domestic corporations, including 
United States obligations and tangible prop- 
erty having an extraterritorial location is 
excluded from the valuation of their capital 
stock for purposes of the direct tax. Ob- 
viously, this property could not constitu- 
tionally be included. Similar property, if 
owned by a foreign corporation and so 
employed by it as to affect the value of the 
franchise in Pennsylvania, is, on the other 
hand, included in the measurement of the 
base of the Franchise Tax. The property 
itself is not taxed in the case of either do- 
mestic or foreign corporations. Such differ- 
ences as result, result not from an intention 
of the legislature to discriminate against 
foreign corporations, but from the divergent 
natures of the taxes imposed on the two 
classes. See Colgate v. Harvey, 296 U. S. 
404. The Commonwealth has demonstrated 
that a heavier tax burden falls more heavily 
on domestic corporations, by the Capital 
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Stock Tax, than falls upon foreign corpora- 
tions subject to the payment of the fran- 
chise tax. In short, if appellant were a 
Pennsylvania corporation, it would pay more 
in capital stock taxes, utilizing the same 
property here, than it now pays in franchise 
taxes. While this demonstration does not 
afford an exact comparison (Columbia Gas 
and Electric Corp. case, page 159), it does 
lend strength to the Commonwealth’s con- 
tention that there is a certain equivalence 
between the two forms of taxation despite 
the necessary differences in their application 
of which appellant complains”. 


In the Quaker Oats case, the lower Court 
allowed a proportionate deduction for the 
value of stocks in inactive subsidiaries. 


It would appear that every case stands 
on its own facts as to whether it engages 
in a multiform business. If the enterprise 
is unitary, the statutory formula is applicable 
regardless of the nature and location of the 
taxpayer’s property. Modified settlements 
are only permissible if the business is of 
a multiform nature, one or more phases of 
which are unrelated to Pennsylvania, such 
as in the Columbia Gas and Electric Corp. 
case; (336 Pa. 209 (1939)) or where there 
were assets, the ownership of which did not 
constitute the doing of business in Penn- 
sylvania, as in the Mundy case; or where 
there were investments “not related to the 
unitary business of the company so as to 
justify including them in the value of the 
capital stock”, as in the Baxter, Kelly and 
Faust case (53 Dauphin 73 (1942)). 


2. Securities of a foreign holding or invest- 


ment company must be, for the purpose of the 
Franchise Tax, included in the taxable value 
if such property is connected with the scheme 
of corporate functioning within the state. 


Commonwealth v. Eaglis Corporation was 
decided by the Dauphin County Court on 
July 31, 1944. Exceptions have been filed 
and are waiting disposition by the Court. 
In addition to other points which will be 
discussed later, the case squarely raised the 
same issue that was decided in favor of the 
taxpayer in Commonwealth v. Mundy Corp. 


In the latter case, the Court ruled that 
since the taxpayer was authorized only to 
conduct a real estate, construction and con- 
tracting business in Pennsylvania, the value 
of securities devoted to the holding company 
phase must be excluded from the value oi 
the capital stock in measuring the value of 
the franchise in Pennsylvania. 
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The Eaglis Corporation was incorporated 
under the laws of the State of Delaware for 
the purpose, among other things, to “own, 
hold, acquire, buy and sell real estate and, 
also, to own, hold, acquire, buy and sell 
stocks, bonds and securities”. It was regis- 
tered as a foreign corporation in Pennsylva- 
nia and was authorized to do both the real 
estate and the investment and holding com- 
pany business. Its assets totalled approxi- 
mately $3 million consisting of about $180,000 
of real estate and the balance of securities. 
The real estate was located both within and 
without Pennsylvania. Its income, during 
the year, consisted of interest, dividends and 
rentals. In addition, national bank shares 
were sold for approximately $18,000, and the 
Company received about $33,000 from bonds 
which were called or matured. The tax- 
payer maintained an office in Pennsylvania 
where all of its business was transacted. It 
maintained a statutory office in Delaware, 
but conducted no activity at that location. 
The corporation was also qualified to do 
business in Massachusetts, but it did no 
business there. During the year in question, 
four meetings of the directors were held out- 
side of the state. 


This case was distinguished from the Mundy 
case by reason of its authorization to do a 
“holding or investment company business 
in Pennsylvania”. In all other respects, it 
seems that the two cases were identical, with 
the possible exception that in the Mundy 
case all stockholders and directors meetings 
were held in Pennsylvania, whereas in the 
Eaglis case the directors meetings were held 
outside of the state. The Court considered 
these differences sufficient to distinguish the 
cases, and ruled that despite that the tax- 
payer’s corporate activity with reference 
to the securities it owned in its capacity 
as a holding or investment company was 
small in comparison with the total secur- 
ities held, yet if it represented all of the 
activity of the Company, it is sufficient to 
bring it within the operation of the Fran- 
chise Tax Act with reference to its holding 
or investment company activities. The Court 
further concluded that: 


“While the situs of intangible property is 
normally in the state of its incorporation, a 
corporation may bring such intangible prop- 
erty into the Commonwealth, for the pur- 
pose of taxation, if such property is connected 
with the scheme of corporate functioning 
within the State”. 


3. Stock of Pennsylvania corporations upon 
which a Pennsylvania Capital Stock Tax has 
been paid is exempt from Franchise Tax. 


Pennsylvania 1944 Rules 


The Dauphin County Court decided 
Commonwealth v. Monessen Amusement Com- 
pany, Inc. on March 16, 1944. It is now on 
appeal in the Pennsylvania Supreme Court. 


The Monessen Amusement Company was 
incorporated under the laws of the State of 
Delaware for the purpose of owning and 
renting real estate in connection with the 
operation of theatrical enterprises. Its Cer- 
tificate of Authority by the Commonwealth 
authorized the Company to engage in the 
business of “exhibition of moving pictures”. 
The taxpayer owned 50% of the outstanding 
stock of the Indiana County Theatres Com- 
pany, a Pennsylvania corporation. During 
the year in question, the Monessen Amuse- 
ment Company filed its Franchise Tax Re- 
port and the tax was assessed by the 
Commonwealth on the basis of the entire 
value of the capital stock. The Indiana 
County Theatres Company filed its Capital 
Stock Tax Report for the same period and 
paid a Capital Stock Tax on the full value of 
its stock. The question for the Court to 
decide was whether it was double taxation 
to include the value of the capital stock of 
the Theatres Company in ascertaining the 
value of the franchise of the Amusement 
Company. If the Amusement Company 
were a Pennsylvania corporation, it would 
be subject to the Capital Stock Tax and 
would receive a proportionate exemption for 
the value of the shares of the Theatres Com- 
pany which it owned. 


The Court, relying upon Arrott’s Estate 
(322 Pa. 367), held that there was sufficient 
relationship in nature between the Capital 
Stock Tax and the Franchise Tax to con- 
stitute double taxation in including in the 
measure of the Franchise Tax against the 
Amusement Company the value of the stock 
in the Theatres Company. 


In removing the value of the Theatres 
Company stock from the measure of the 
Franchise Tax against the Amusement 
Company, the Court applied the same 
formula as would be applied if a Capital 
Stock Tax were being assessed against a 
domestic company. A fraction was applied 
against the total value of the capital stock 
of the Amusement Company, the numerator 
consisting of total assets minus the value of 
the shares of Indiana County Theatres 
Company, the denominator consisting of 
total assets. 


The Dauphin County Court also decided 
the issue the same way in the Eaglis Corpora- 
tion case, discussed previously. 
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Il. CAPITAL STOCK TAX 


1. Bank deposits and accounts receivable 
arising from export sales, not having acquired 
a business situs outside the state, properly may 
be included in the measure of the Capital 
Stock Tax without violating the Federal Con- 
stitution. 


The issue in Commonwealth v. Universal 
Dental Company, decided by the Dauphin 
County Court on June 26, 1944, was whether 
cash and accounts receivable arising from 
exports are subject to Capital Stock Tax. 
No appeal was taken. The taxpayer, a 
Pennsylvania corporation, was engaged in 
manufacturing with its only place of busi- 
ness within the state. Prior to and during 
the year in question it sold and exported 
a portion of its product to customers outside 
of the United States. A New York bank 
collected its accounts receivable arising from 
the export transactions and retained the pro- 
ceeds in an account unmingled with the 
funds of the Company in Pennsylvania. The 
taxpayer withdrew the funds as they were 
needed. The value of the accounts receiv- 
able was $105,909, and the cash on deposit 
$73,594, no part of either actually coming 
into Pennsylvania during the year. An ex- 
emption was claimed for both. accounts. 


The Pennsylvania Courts have held that 
imported merchandise, in the original pack- 
age, is exempt from Capital Stock Tax on 
the grounds that to include such assets in 
the tax would be in violation of either Ar- 
ticle I, Section 10, Paragraph 2 of the 
Constitution of the United States, which 
prohibits a state from taxing imports or ex- 
ports; or Article I, Section 8, Paragraph 3 
of the Constitution providing that Congress 
shall have the power “to regulate commerce 
with foreign nations and among the several 
States”. 


The taxpayer, in the instant case, claimed 
the exemption on the grounds that, (1) to 
include cash and accounts receivable arising 
from exports would be in violation of the 
above provisions of the United States Con- 
stitution and, (2) the cash and accounts 
receivable acquired a business situs outside 
of Pennsylvania. 


As to the first point, the Court held 
that “Both the bank deposits and accounts 
receivable, being payments for exports, have 
been so severed and disassociated from the 
exports for which they were payments, that 
they may be considered in arriving at the 
valuation of the Capital Stock of the Uni- 
versal Dental Company”. To include these 
items in the valuation of the capital stock 
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is not in violation of either provision oj 
the United States Constitution. 


In ruling that the cash and accounts re- 
ceivable had no business situs outside oj 
the state, the Court pointed out that “to 
acquire a business situs apart from the 
domicile, there must be business activity in 
the taxing state”. This is in answer to the 
principle established in Wheeling Steel Cor- 
poration v. Fox, 298 U. S. 193 (1936). Since 
there was no proof that there was business 
activity in New York, and the taxpayer was 
not liable for tax in that state, the Court, 
in the instant case, held that the assets in 
question had a situs in Pennsylvania for tax 
purposes. 








2. The sale price of practically all the prop- 
erty of a corporation a number of years after 
the taxable period is not the sole basis for 
determining the valuation of capital stock, but 
should be considered if it has probative value. 


The above rule was established in Com- 
monwealth v. Beaver Valley Water Company, 
decided on October 9, 1944. The time has 
not as yet expired for filing exceptions. 


In 1941 the Commonwealth, for the pur- 
pose of arriving at the Capital Stock Tax 
liability of Beaver Valley Water Company, 
appraised the capital stock at $1,500,000 for 
1936 and 1937; $1,750,000 for 1938; $2,000,000 
for 1939 and $2,250,000 for 1940. The appeal 
was for the year 1936. 


The taxpayer appraised the capital stock 
at $409,668.60, without explanation in the 
record as to how it was determined. The net 
income for 1936 was $47,601, and the aver- 
age annual net income for the preceding 
five years was $40,473. The dividends paid 
to stockholders during 1936 were $53,473, 
and the annual average for the previous five 
years was $40,773. The book value of total 
assets was $3,615,831, which was offset by 
liabilities of $2,034,125, leaving an equity 
at book value of $1,581,706. As to the ac- 
tual value of the assets, the taxpayer asserted 
that it was “undetermined”. 


The Company sold its water works for 
a net amount of $4,202,852 in August 1940. 
If the property were the same, the equity 
as of December 31, 1936 would have been 
considerably greater than the book equity. 
There was no evidence in the record that 
the property sold “was substantially the 
same and in substantially the same condition 
as that owned by it in 1936”. 


According to the testimony, the taxing 
officers of the Commonwealth arrived at the 
valuation of $1,500,000 by considering (1) 
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the sales price of the property in 1940, (2) 
the book value of the equity, (3) the fact 
that the taxpayer itself indicated that the 
actual value of the assets was underter- 
mined, and (4) all other facts before them. 


Obviously, the sale of the property in 
1940 had an effect on the capital stock valu- 
ation in 1936. This was admitted. The 
main question before the Court was the 
extent to which the transaction should be 
reflected in the appraisal. In considering 
this point the Court said, “Although we 
think it is proper to give some consideration 
to the sale of the property of the Company 
made in 1940, we cannot give it great weight 
in the determination of this case. In any 
case, the more remote the sale, the less 
weight can be given to it”. 


The Court reduced the valuation from 
$1,500,000 to $1,400,000, but stated that the 
sales price of the property was not ignored. 
This is an approval of the Commonwealth’s 
method of starting with a valuation of 
$2,250,000 for 1940 which is the approximate 
amount realized from the sale after deduct- 
ing liabilities and working backward to 
1936. The value for each year was reduced 
as the spread of time increased. Again 
“common sense and practical every-day 
business experience” were affirmed as the 
best guides in determining the valuation of 
capital stock. 


Ill. CORPORATE LOANS TAX 


1. Debit balances owed by corporations to 
brokers in usual course of business are exempt 
from Loans Tax. 


There were three questions raised in 
Commonwealth v. Erdenheim Farms Co., de- 
cided by the Dauphin County Court on Jan- 
uary 26, 1944, and now awaiting decision on 
exceptions that were filed. One of the ques- 


tions is procedural and will be discussed 
later. 


The Commonwealth assessed Corporate 
Loans Tax against, the corporation on debit 
balances owing to three brokerage part- 
nerships, one of which consisted of seventeen 
partners of whom four were residents and 
thirteen non-residents of Pennsylvania. An- 
other one of the partnerships consisted of 
thirteen partners, of whom three were resi- 
dents and ten were non-residents for a por- 
tion of the year and during the balance of 
the year, the partnership consisted of six- 
teen partners, four of whom were residents 
and twelve non-residents. One question was 
whether the obligations were subject to Cor- 
porate Loans Tax and another, if taxable, 
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whether only the proprietary interest of the 
resident partners was subject to the tax. 


The Court decided that debit balances 
owed by corporations to brokers in the 
usual course of business are exempt from 
tax under Section 17 of the Act, because 
such balances owed by individuals and 
similarly held are exempt from Personal 
Property Tax under Section 1 of the same 
Act. The Act does not specifically exempt 
debit balances from Loans Tax in Section 
17, but the Court reasoned, “It follows that 
inasmuch as both sections were intended to 
cover the same classes of taxable subjects, 
whatever was exempt from taxation under 
Section 1 would be exempt under Section 
17, unless some contrary intention clearly 
appears”. 


In one of its conclusions of law, the Court 
indicated that it would be an unconstitu- 
tional construction of the Act to exempt the 
debit balances from Personal Property Tax 
under one section of the statute when owed 
by individuals and to impose a Loans Tax 
on the same kind of property if owed by 
a corporation. 


The other question, whether only the 
proprietary interest of the resident partners 
of the brokers who own the debit balances 
are subject to the Loans Tax or whether 
the partnership as an entity is subject, was 
left undecided. This was because the Court 
had, in the first instance, decided that the 
obligations were not subject to Loans Tax 
and therefore was not called upon to de- 
cide the secondary question. 


2. An evidence of indebtedness held by a 
resident trustee for the benefit of a non- 
resident beneficiary is exempt from Loans Tax 
if it ts received from a non-resident settlor. 


This question was considered at length in 
Commonwealth v. Atlantic Elevator Company. 
The opinion by the Dauphin County Court 
was filed on October 23, 1944. The time for 
filing exceptions has not yet elapsed. 


A Pennsylvania trust company, acting as 
“Trustee for Sundry Trust,” took a mort- 
gage of $125,000 from Atlantic Elevator 
Company, a Pennsylvania corporation, on 
May 7, 1930. The mortgage was subsequently 
reduced to $100,000 and divided among thir- 
teen separate trusts. 


In making the Corporate Loans Tax 
settlement for the year 1939, the Common- 
wealth assessed tax against participating in- 
terests of $37,000 which were held by the 
trust company in its capacity as Trustee for 
four separate trusts. The taxpayer con- 
tended that these obligations were exempt 
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under the provisions of the Act of 1939, 
which provided that the tax shall not apply 
to certain personal property “received from 
any person ... non-resident in... this 
Commonwealth ... by any ... bank or cor- 
poration, created or existing under the laws 
of this Commonwealth as active trustee, 
agent, attorney-in-fact, or in any other 
capacity for the use, benefit, or advantage of 
any person or persons .. . non-resident in 
. this Commonwealth”. 


The participating interests in the aggre- 
gate amount of $37,000 which were in con- 
troversy can be divided into two classes: 
(1) $1,000 received by the settlor in dis- 
tribution of another trust, and which he 
had in his possession at the time that the 
trust was created; (2) $36,000 held by three 
trusts, the settlors of which did not hold 
the participating interests at the time that 
the trusts were created, said interests be- 
ing acquired by the Pennsylvania trustee 
from cash on hand or from the conversion 
of other assets. 


The Court, in deciding the case, held that 
the $1,000 participating interest was exempt, 
but that the participating interests of 
$36,000 held by the three trusts were tax- 
able, taking the position that in the former 
instance the property was obtained by phys- 
ical delivery from a non-resident settlor, 
whereas in the latter instance the settlor 
turned over assets in other forms to the 
resident trustee who in turn acquired the 
participating interests. The Court said that 
Section 17 of the Act of May 5, 1939, P. L. 
76 (72 P. P. S. 3250-10) “provides an ex- 
emption from Loans Tax only for personal 
property originally received from non- 
resident settlors”. 


It would seem that the rule established 
by this decision will adversely affect the 
interests of Pennsylvania trust companies in 
their capacity as trustee for non-resident 
settlors. It would also appear that the hold- 
ing is contrary to what the Legislature in- 
tended and perhaps will lead to correction 
by the Pennsylvania Supreme Court or by 
the Legislature. 


IV. PROCEDURE 


1. A settlement is not complete until it is 
approved by the Department of the Auditor 
General. 


In Commonwealth v. Erdenheim Farms Co., 
previously discussed, the question was 
raised whether the statutory period for 
obtaining permission from the Board of 
Finance and Revenue to make a resettle- 


20 





ment under the provisions of Section 1105 oj 
the Fiscal Code commences with the date 
upon which the settlement is made by the 
Department of Revenue, or the date upon 
which the settlement is approved by the De. 
partment of the Auditor General. The Cour 
held that the settlement is not completed 
until the Auditor General’s Department ap. 
proves the settlement. For this reason, the 
two years statutory period runs from that 
date. , 


2. There is no interest on Corporate Net In. 
come Tax deficiencies arising from changes 
made by the Federal Government unless pay- 
ment ts made later than thirty days after the 
final change by the Federal Government. 


This rule was established in Common. 
wealth v. Bell Telephone Company decided by 
the Dauphin County Court on July 17, 1944, 


and now awaiting decision on the exceptions 
filed. 


The taxpayer filed its 1935 Corporate 
Net Income Tax Report and paid the tax 
indicated on time. A settlement was made 
on September 28, 1937. Several years later, 
the Federal Government made a final deter- 
mination of the income for the year. A 
Report of Change in Corporate Net Income 
was promptly made to the Commonwealth 
and the additional tax paid. Thereafter the 
Commonwealth made an interest settlement 
on the additional tax at the rate of 6% per 
annum from May 1, 1936 (one-half of the 
tax was originally due on April 15 and the 
balance May 15) to November 27, 1937 (sixty 
days after the original tax settlement) and 
at the rate of 12% per annum from then to 
December 8, 1938 when the additional tax 
was paid. 

The Court held that the interest was er- 
roneously assessed, saying that: 

“A corporation which files a corrected re- 
turn of net incaghe within thirty days after 
receipt of notice from the Federal Govern- 
ment of final change of net income, and pays 
the additional tax indicated at the time of 
filing the corrected report, is not subject 
to the payment of interest on the additional 
tax”. 

As to how interest should be calculated, 
the Court said: “... interest would run only 
upon failure to pay one-half of the tax at 
the time the corrected report is filed and 
the other one-half within thirty days there- 
after.” Obviously, the Court considers a 
Report of Change in Corporate Net Income 
in the same light as a Report of Income 
and treats the payments due thereunder cor- 
respondingly. 
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It would follow that interest on tax defi- 
ciencies arising from changes made by the 
Federal Government can only be charged if 
one-half the payment is made after thirty 
days from the date on which the Federal 
Government made the change and the bal- 
ance later than thirty days thereafter. The 
interest would commence on one-half the 
deficiency thirty days after the final change 


* 
* 
* 


and on the balance thirty days later. The 
12% rate could only apply if the tax is paid 
sixty days after the tax resettlement, and 
the rate would only apply for the latter 
period of time. However, it should be re- 
membered that the Fiscal Code was amended 
in 1943 limiting the rate of interest to 6% 
starting with 1942 reports. [The End] 


* 
* 
* 


ONE TAX ON NET INCOME? 


HERE SHOULD be but one tax on net 

income and that tax should be imposed 
by the federal government, with the States 
withdrawing completely from this field of 
taxation. 


The income tax as we know it, i. e., a tax 
on net income is imposed by 34 states, ter- 
ritories and districts. The federal govern- 
ment also imposes a tax on the same income. 
In their present over-lapping form, taxes on 
net income are comparatively new. The 
Wisconsin Income Tax Law, enacted in 1911, 
was the first in recent years. Income taxa- 
tion in principle dates back, in this country, 
to 1634 in the laws of the Colony of Massa- 
chusetts Bay. An enactment, of the first 
general law in that year, contained a pro- 
vision for taxation of individuals, “According 
to his estate and with consideration of all 
other abilityes, whatsoever.” This provision 
was later interpreted to include certain classes 
of income from labor or trade. 


Income tax in Great Britain has been a 
national institution since 1798, when addi- 
tional revenues were necessary to carry on 
the Napoleonic Wars. In Prussia, income 
tax had its beginning in 1811, and was reen- 
acted in 1891 as a tax on gross income, re- 
gardless of source. 


An income tax was enacted in this country 
during the Civil War with the impost of 
1862, which employed the principle of pro- 
gressive tax rates on the income of persons, 
but not of corporations. The act was doomed 
to failure on administrative grounds, and 


was finally repealed in 1872. In 1894, an 
income tax was imposed as a part of the 
tariff legislation. The act applied a flat rate 
to both persons and corporations. This act 
was declared unconstitutional by the Supreme 
Court and never went into effect. 


An excise tax, measured by income, was 
imposed on corporations by Congress in 
1909. This was upheld by the Supreme 
Court, and remained in effect until 1913. 


It was not until after the Federal Income 
Tax Act of March 1913, that a large number 
of states enacted their income tax laws. 
Most of the present state income tax acts 
came into existence after the Federal Act 
of 1913, so that priority may be said to 
justify the federal government’s preemptive 
right to this field of taxation. 


Including states, territories, and districts, 
there are thirty-four jurisdictions that have 
an income tax, which is in addition to an 
overlapping federal income tax. If all states 
had an income tax, uniform as to method 
and rate, and integrated with the federal 
income tax, the situation still would be com- 
plicated and confusing. In practice the in- 
come tax would then really be a federal func- 
tion with the revenue being shared with the 
states. This could not be accomplished as 
long as some of the state constitutions pro- 
hibit the impost of an income tax. An 
inequality of burden, between the residents 
of those states which have an income tax and 
those states that do not, is the inevitable 
result of this conflict. 


These views were expressed by Mr. Arthur R. Kaiser, General Manager, Tax Department, 


Sears, Roebuck and Company in a recent address before the National Association of State 
Chambers of Commerce at Denver, Colorado. 


One Tax on Net Income 
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Post-war Tax Revision 
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Mr. Altman is a member of the California and Illinois Bars and a Certified 
Public Accountant. He has for a number of years been a contributing editor 


to this magazine. He is the author of the Federal Tax Course, published 
by Commerce Clearing House, Inc. 
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TOW that the end of the war has been 
LN pronounced “in sight,” post-war tax 
proposals have begun to flood the presses 
of the nation. One might expect that the 
source of every proposal has its own axe to 
grind. They exhibit nevertheless a spirit 
of compromise, or a realization that half a 
loaf is better than none, or an implied ad- 
mission that the old economi¢ system “ain’t 
what she used to be.” 


Every postwar tax proposal is directed, of 
course, toward tax reduction. On the ne- 
cessity of tax reduction there is no dissent. 
After the war is over revenue requirements 
will fall at least to one-third of their present 
level. There will be millions more of persons 
earning taxable income or buying taxable 
commodities and millions less of them re- 
ceiving their pay, directly or indirectly, out 
of the tax proceeds. After the war is over 
and the soldiers are returned to private life, 
no profits will be earned that torture the 
conscience because the lives of others are 
being condemned for a pittance at the same 
time. The purposes which support the high 
level of wartime taxation will have passed. 
Tax reduction must follow. 


There is the problem, however, of how 
soon, how much and how or where. On that 
the proposals vary according to the political 
color of the source. 


The question of how soon, divides itself 
into two elements, (1) when should the re- 
vision be enacted, and (2) when should it be 
made effective. 


As to the time of enactment there is no 
reason to wait. Estimates of postwar rev- 
enue needs can now be made within 15% or 
20%. Even if they cannot be made within 
that range of accuracy they may be adequate. 
With expenditures now running two and a 
half times the amount of tax receipts, and 
the public debt approaching ten times that 
amount, a failure to bring taxation and ex- 
penditures promptly into line after the war 
cannot be of serious consequence. No at- 
tempt is made here to take sides on the 
question of a balanced budget; for no matter. 
how far out of line tax receipts may-be with 
total expenditures after the war they are 
bound to look like a balanced budget com- 
pared to what we have today. 


In any case, it is more important for the 
risk-taker to know as early as possible the 
burden which he can expect. Risk-taking 
is not governed by one year or two years. 
Initial losses are the rule rather than the 
exception. Reconversion will be a gamble 
at best in any field. The less the uncertain- 


Postwar Tax Revision 


ties which must be faced the more stable 
the results are bound to be. With recon- 
version plans already being drafted, with 
some releases to civilian production already 
being made, delay in determination of the 
postwar tax structure may be of dire conse- 
quence. 


It is assumed, necessarily, that taxation 
is a serious factor to the risk-taker, a serious 
factor in the initial determination whether 
to invest at substantial risk, restoring and 
expanding equipment and employing man- 
power, or to attempt a hideout behind gov- 
ernment paper. But both logic and history 
lend ample ground for that assumption. With 
a given tax structure it is easy to compute 
the net after taxes on a specified projection 
of volume, prices and costs; and it is that 
“take-home” net which is the return which, 
if large enough, magnetizes capital into 
movement. 


Highest Level of Taxes 
After the War 


During the period of World War I the 
highest level of taxes was reached after the 
war was over. Although the war ended No- 
vember 11, 1918, the top rates of that period, 
as embodied in Revenue Act of 1918, were 
actually enacted February 24, 1919. When, 
a year and a half later, near the close of 1920, 
the aroma of war finance had worn off, the 
economy of the nation went into a tail-spin 
that brought chaos in industry and commerce. 
Throughout that year and a half the Revenue 
Act of 1918 remained in force. For a full 
year more, until near the end of 1921, al- 
though business was stretched on the ground, 
half-conscious, clawing for crumbs, the 
Revenue Act of 1918 still continued in force. 
Not until November 23, 1921 was there a 
new revenue act. Not until after that act, 
the Revenue Act of 1921, was enacted, ter- 
minating the excess profits and war profits 
taxes, and lowering somewhat the individual 
surtax rates, did business draw a full breath 
again and begin to stagger back to its feet. 


The Revenue Act of 1921 was retroactive. 
Although it eliminated the excess profits and 
war profits taxes altogether for 1922 and 
subsequent years, it also reduced the excess 
profits tax rates for 1921. But it came too 
late to be of any benefit to 1921. Retroactive 
relief cannot change a depression which has 
already occurred. 


The time for postwar tax revision is before 
the war is over. Not that it should be given 
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effect before the war is over, but only that 
it should then already be on the statute 
books. Thus, a new revenue act could be 
enacted containing a provision that it should 
become effective at the termination of the 
war, as determined by Presidential procla- 
mation or Congressional resolution. An in- 
terval could be provided for termination of 
war contracts and administrative adjustment, 
such as a specified number of days or months 
after the termination of the war. With re- 
spect to the excess profits and income taxes 
the new act could become effective with the 
first taxable year beginning after the termi- 
nation of the war, or after the termination 
of such interval. To prevent a stampede of 
changes in accounting period, a provision 
could be added to the effect that such first 
taxable year shall begin at least twelve 
months after the beginning of the taxable 


year during which the war or the interval 
ended. 


Postwar Taxes Should Ante-date 
War's End 


Whether the interval, if any, between the 
termination of the war and the effective date 
of the new tax provisions should be a month, 
or a year, or more, is another question. The 
point made here is that when the war is over 
those new provisions should already be on 
the books. Business cannot be asked to re- 
convert against a blind wall of tax rates that 
have no reasonable relation to a peace econ- 
omy. Risk must be able to look forward 
to a reasonable possibility of commensurate 
return before it can become activated into 
the hum of men and machines in operation. 
It may not be provable that the continuation 
of high tax rates was the primary cause of 
the 1920-1921 collapse. But if it was only 
one of the causes it should not be permitted 
again. 


As already stated, the question of when 
the revision should be made effective is an- 
other problem. It has been proposed that 
the revision be made in stages. Under one 
proposal the excess profits tax would be 
sharply reduced following the cessation of 
active European hostilities, and then entirely 
repealed after complete cessation of hostili- 
ties.” If the period intervening between the 
end of the war in Europe and the end of the 


1 Recommendations by the Committee on Fed- 
eral Taxation of the American Institute of Ac- 
countants, 78 Journal of Accountancy 361, 362, 
November 1944. 


war in the Pacific is only a matter of weeks 
or months, no partial reduction of taxes for 
that period would be of much consequence. 
On the other hand, if that period is a year 
or longer, the effects of such a partial reduc. 
tion of taxes would be considerable. 


Partial Reductions Should Not 
Be Attempted 


Considering all of the effects, the reas ns 
are strong why such a partial reduction 
should not be attempted. In the first place, 
it is already obvious that as long as there is 
a war in the Pacific the west coast will remain 
a critical area in which production of war 
goods will be required and production of 
civilian goods restricted. As far as the west 
coast is concerned incentive towards recon- 
version will neither be necessary nor desir- 
able; and federal tax reduction cannot and 
will not be given effect for the east alone. 
Again, as long as there are war profits, or 
profits incidently directly or indirectly to the 
war effort, anything less than a full recap- 
ture of those profits by the Treasury will bring 
to the war effort the threat and danger of 
labor rebellions and to capital the taint of 
war profiteering which it will richly deserve. 
After all, there will still be men bleeding 
or rotting to death in the steaming, stinking, 
disease-ridden mire of the Pacific jungles, 
men whom we tore from their homes and 
sent there so that, ostensibly at least, the 
world might remain safe for decent men. It 
will do no credit to our aims if we who 
remain have grown fat in the process; nor 
will it, we can be sure, bring relief to the 
men who lie in pain and blood; nor will it 
dry the tears or assuage the heartaches of 
those they had left behind. Whatever plan 
is adopted for reduction of taxes it must not 
be given effect until the war is fully won. 


Tax reduction can be given effect in stages, 
if that is helpful, after the war is fully won. 
Under the Revenue Act of 1921 the excess 
profits tax of World War I was reduced for 
1921 and removed altogether for subsequent 
years. Partial reduction during a transition 
period after World War II has also been 
proposed.” As far at least as the excess 
profits tax is concerned there is no point to 
a reduction in stages. When the war is over 


2The Postwar Tax Structure, 78 Journal of 
Accountancy 292, 295, October 1944. 
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the problems facing the risk-taker will be 
lad enough without an excess profits tax. So 
.Bmuch of the nation’s industry has been con- 
verted to war production that the end of the 
-Bwar will bring a terrific deluge of termina- 
tions. The shock will not come in easy 
sages. The buttressing effect of tax reduc- 


tion should be just as sudden—immediate. 


As already observed the excess profits tax 
tarried for three years after World War I. 
The sharp depression which began in 1920 
and carried through 1921 gives the advocates 
of delay in tax reduction no support. If tax 
reduction after the war will be helpful to 
business at all it should be given effect as 
soon after the war as administratively pos- 
sible. Of course, considering the losses 
which are bound to result from reconversion 
the taxes actually payable may be small even 
under the wartime provisions. But it is pre- 
cisely during a loss period that the psycho- 
logical effect of tax reduction is important. 


How Much Tax Reduction? 


After determining how soon tax reduction 
is to be given effect the next problem is how 
much tax reduction. Here the long run of 
revenue requirements must be given some 
consideration, however inaccurate. There 
are the servicing of the public debt, the pen- 
sioning, care and rehabilitation of veterans, 
the maintenance of a new level of permanent 
military strength, including the subsidization, 
if necessary, of militarily critical industries. 
There are also all of the regulatory func- 
tions which in the last decade we have recog- 
nized as essential to economic stability and 
out of which has emerged the vast body of 
administrative law. The last political cam- 
paign has shown that even the most stub- 
born conservatives would not have us go 
back to the laissez-faire of the nineteen 
twenties. Political views differ in details. 
They differ also in attitudes, in methods of 
approach. But in the fundamentals of what 
the government must do, in the broad out- 
lines of its functions, there is an extent of 
agreement rarely reached before in our his- 
tory. Adding in the cost of carrying out 
those functions we can expect a total of con- 
tinuing government expenditures not far 
below the total of current tax receipts. 


2 Ibid., p. 293, footnote 8. 

*Ibid., p. 293. 

5 House Ways and Means Committee Report 
on Revenue Bill of 1943, p. 1. 

6Senate Finance Committee Report on Rev- 
enue Bill of 1943, p. 2. 


Postwar Tax Problems 


Actual estimates of postwar budget needs 
of the federal government vary widely. Giv- 
ing weight to the color of their sources, it is 
safe to expect an annual postwar budget of 
25 billion dollars.* Estimates of postwar 
national income indicate that a dependable 
figure, considering the certainty of some 
percentage of unemployment, would not be 
higher than 125 billion.* We should there- 
fore plan on a tax structure under which the 
tax receipts would approximate 20 per cent 
of the national income. 


Estimate of National Income 


The Treasury estimate of national income 
for 1944, including income payments to in- 
dividuals out of an estimated 97 billion dol- 
lars of war expenditures,’ was 156 billion 
dollars.° Based on that level of national in- 
come the current tax rates were at first 
expected to yield total revenue for 1944 of 
40 billion exclusive of the trusteed social 
security receipts." That figure was made up 
in billions of dollars as follows: 


Corporation income tax 


Corporation excess profits tax (less 
post-war refund) 


Corporation capital stock and declared 
value excess-profits taxes 


Individual income tax (excluding vic- 
tory tax) 


Victory tax 

Estate and gift taxes 
Liquor and tobacco taxes 
Other excise taxes 


Individual income and victory taxes, shown 
above as estimated to total 18.2 billion dollars 
for 1944, were later estimated to produce 
only 17 billion for the same year.* While 
those two taxes were integrated into a single 
individual income tax under the Individual 
Income Tax Act of 1944, no material effect 
therefrom on their total yield was expected.” 
Thus on the basis of a national income of 
156 billion dollars the presently expected 
yield of current rates may be placed at ap- 
proximately 39 billion dollars. 


™Conference Committee Report on Revenue 
Bill of 1943, pp. 53-55. 

8’ House Ways and Means Committee Report 
on Individual Income Tax Bill of 1944, p. 6; 
Senate Finance Committee Report on same bill, 


Dp. 7. 
® Ibid. 
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If the excess profits tax is terminated the 
income now subject to that tax would be sub- 
ject to the income tax instead. The result 
is that the reduction in revenue would not 
be the full 10.4 billion dollars now derived 
from that tax, but only about half of that 
amount. Assume further that the victory 
tax portion is pulled out of the individual 
income tax. The revenue yield left would 
be only 30 billion dollars, based on a national 
income of 156 billion dollars, or approxi- 
mately 20 per cent. 


It is well known that as the national in- 
come falls the yield of the income tax at 
given rates falls faster. The reason is that 
the decline in national income comes chiefly 
out of the top brackets. If the current rates, 
excluding the excess profits and victory 
taxes, yield only 20 per cent on a national 
income of 156 billion dollars, they will yield 
considerably less than 20 per cent on a na- 
tional income of only 125 billion dollars. 


Budget Considerations 


On the question therefore of how much 
tax reduction, there is only wishful thinking 
unless the budget is to be lightly regarded. 
The budget, perhaps, will not mind; it has 
become accustomed to that. It is important 
to know nevertheless that budget considera- 
tions are being given second place. There 
is no purpose in setting up detailed figures 
of budget and tax yields which will never 
prove out. Any one can set up a tax plan 
and then rationalize it with an imaginary 
national income as a basis for tax yield and 
a dreamed-up budget. If budgetary consid- 
erations are to be slighted it is better to be 
honest about it. 


There remains the question of how or 
where tax reductions are to be made. Re- 
peal of the excess profits tax is a foregone 
conclusion. The very name condemns it. 
The carry-back of unused excess profits 
credit, however, should not be affected. Thus 
if 1945 is the last year of the excess profits 
tax, a computation of unused excess profits 
credit should nevertheless be allowed for 
1946 and 1947 for carry-back purposes. 
Otherwise corporations forced to reconvert 
or incurring postwar losses or diminution of 
income because of other factors will be 
placed in an unfairly disadvantageous posi- 
tion as compared with corporations able to 
continue on a profit basis without interruption. 


As a concomitant to the repeal of the 
excess profits tax it will be necessary also 


profits tax without repeal of the victory tax, 
now known as the “normal” tax, could only 
be a political accident. 


The next worthy objective would be re. 
moval of the Siamese twins, the capital stock 
tax and the declared value excess-profits tax, 
Besides making a mockery of tax law they 
represent a material obstacle to business 
activity. Even though a new declaration js 
permitted each year, there is still an element 
of gamble in the case of all corporations 
except those with fiscal years ending with 
July, August or September. The gamble 
is especially bad in the case of businesses 
which depend to a large extent on the Christ- 
mas season. More than one-fourth of the 
yield of both taxes comes through the de. 
clared value excess-profits tax, indicating 
that a very large percentage of corporations 
underestimate the net profit of the remainder 
of the year when making up their capital 
stock tax declarations. 


Considering the fact that both of these 
taxes are deductible in computing net income 
for the purpose of the excess profits tax, 
they are not substantial factors as long as 
the excess profits tax is in force. But when 
the excess profits tax is removed, they will 
constitute additional taxes to the extent of 
the excess of 100% over the income tax rate. 
In other words, assuming that the income 
tax continues at 40%, the capital stock tax 
and declared value excess-profits taxes will, 
to the extent of 60% thereof, represent addi- 
tional taxes which corporations must take 
into consideration in computing their tax 
load. After the declaration had been made 
by a corporation in any year these taxes 
would be a factor in deterring it from push- 
ing its volume for the year above the esti- 
mate on which the declaration was based. 
It is not suggested that these taxes would 
be such a deterrent in themselves; but with 
other factors considered they could have the 
deterring effect. 


Taxes Unfair to Corporations 


The capital stock tax and declared value 
excess-profits tax are, moreover, unfair to 
corporations with net income under $25,000. 
Their effect as deductions in computing the 
income tax is smaller; as a result their effect 
as a penalty for business done in excess of 
the mid-year estimate is greater. For the 
same reason they serve as a damper on the 
small business trying hard to get started. 
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‘Ban incentive to business effort. 


A horse of the same color is the notch 


sf provision in the income tax. Under the pres- 
Bent income tax structure and rates a corpo- 
ration pays an income tax of 53% on its 


second $25,000 of net income. When, there- 
fore, the net income of a corporation passes 


‘Bthe $25,000 mark its income tax rate jumps 


from 29% to 53%. That is far from being 


The notch 
system should be eliminated and a flat rate 
applied to all income of corporations above 
$25,000, or whatever other income mark is 
decided upon. The income tax schedule 
could be, for example, as follows: 


Normal 
Tax 


Income 
Bracket 
First $5,000 
Next $15,000 17% 
Next $5,000 ..... 19% 
All over $25,000... 24% 


Total 


25% 
27% 
10% 39% 
16% 40% 


Large corporations would, indeed, also 
benefit from such a change; but in proportion 
the larger the corporation, if its net income 
is over $50,000, the smaller would be its 
benefit. A corporation with net income of 
$1,000,000 would save $3,250 or .325%; a 
corporation with net income of only $50,000 
would save the same amount, $3,250, or 6.5%. 
Although a corporation with net income of 
$30,000 would save less, the benefit would 
be more pronounced because it is the last 
$5,000 of that income, the extra spurt which 
is expected to win the race, that must bear 
the shock of the sudden jump in rates under 
the notch system. 


Surtax 
10% 
10% 


Victory Tax Still With Us 


With respect to individuals, that wolf in 
sheep’s clothing, the victory tax now parad- 
ing under the name of “normal” tax, has 
already been indicated as the subject of 
necessary excision. If a normal tax there 
must be to satisfy the technicalities of the 
contractual tax exemptions in federal bonds, 
a part of the present surtax can be restored 
to the normal tax. Beyond that it would do 
but little harm to the revenue and a great 
deal of good to the spirit of the entrepreneur 
if several of the top brackets of the surtax 
were removed and some of the remaining 
high brackets expanded so that the rate in- 
creases became effective only at higher levels 
of income. It would hardly be within the 
scope of this analysis to suggest specific rates 


10 See 78 Journal of Accountancy 297, October 
1944, footnote 21; also, 22 TAXES—The Tax 
Magazine 410, September 1944. 


Postwar Tax Revision 


and bracket ranges. 


That is a political 
problem. 


Demand for termination of the double tax- 
ation of corporate income, first to the corpo- 
ration as earned and then to the stockholders 
upon distribution, is again being heard. To 
the extent to which such double taxation im- 
pels businesses which would normally be 
incorporated to operate in partnership form, 
it is clearly objectionable. Any taxation is 
harmful which results in unsound business 
methods. The extent to which double taxa- 
tion of corporate income does have that 
effect, however, has not yet been made clear. 
Moreover, a vigorous and graduated undis- 
tributed profits tax is a necessary substitute. 
Those who advocate relief of corporate in- 
come from double taxation appear quite 
timid when it comes to the kind of undis- 
tributed profits tax they would offer in its 
place. It is a choice between evils; which 
is the worse is the problem which must first 
be solved. Corporations must be willing 
to pay some price for the privilege of accu- 
mulating surpluses without passing them 
through the individual surtax wringer. It is 
something a partnership or individual pro- 
prietorship cannot do. Nor is Section 102 
an answer. Its scope is too narrow for that 
purpose. 


Tax Revision or Subsidy 


Some of the proposals for postwar tax 
revision go further than mere tax reduction. 
They suggest that some form of subsidy by 
way of special tax exemption or reduction 
will be necessary to induce the establishment 
of new businesses or the expansion and de- 
velopment of old ones.” The motive is a 
good one but the effects may be dangerous. 
In the first place, there will be the inevi- 
table result in many cases of uneconomic 
expansion. In the second place, there is no 
way of knowing at which point the subsidy 
is in fact no longer necessary. The result 
may be that the poor will grow poorer and 
the rich, richer; and ability to pay will no 
longer be the basic guide of taxation. In 
the third place, the tax law, now already a 
maze, requiring the taxpayer to employ not 
only an accountant and an attorney but also 
an economist for its interpretation, will be- 
come so complex that he will have to call to 
his assistance a clairvoyant and a psycho- 
analyst as well. [The End] 
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ORDINARY TRUST 


Confined to the collection of funds CLASSIFICATIONS OF TRUS] | 4 
and their payment to beneficiaries ye 
from property without a plan to ge 


conduct a business enterprise. 



























TRUST AS A TAXABLE FIXED TRUSTS 
ENTITY (INDIVIDUAL) Holding—Liquidating 

The income of the trust is com- 

puted in the same manner and on Have the form and mode of 
the same basis as in the case of procedure of a corporation, 
individuals, less charitable deduc- but dominant purpose is 
tions in full, less income dis- either merely holding or for 
tributed to the beneficiary or liquidation purposes. Tax- 
grantor. (I. R. C. 162) able as ordinary trust. 





INCOME OF TRUST TAXABLE 
TO THE BENEFICIARY 


Income accumulated in trust for the benefit 
of unborn or unascertained person or per- | 
sons, with contingent interests, and in- | 
come accumulated or held for future 
distribution under the terms of the will 
or trust. 

Income which is to be distributed cur- 
rently by the fiduciary to the beneficiaries, 
and income collected. 

Income which, in the discretion of the | 
fiduciary, may be either distributed to the | 
beneficiaries or accumulated. (I. R. C. 161) 
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TRUSTS 


Member of the Bar of the State of 
New York and District of Columbia 


BUSINESS TRUST 
A body of persons organized for 
the prosecution of some purpose, 
without a charter but having the 
general form and mode of pro- 
cedure of a corporation. 


MANAGEMENT 
TRUST 


Management and operation 
of property and/or business 
for the purpose of gain. 
Taxable as association (cor- 
poration). 


INCOME OF TRUST TAXABLE 
TO THE GRANTOR 

here at any time the power to revest in 
¢ grantor title to any part of the corpus 
the trust is vested (1) in the grantor 
ther alone or in conjunction with any 
ftson not having a substantial adverse 
terest in the disposition of such part of 
€ corpus or the income therefrom, or 
‘) in any person not having a substantial 
iverse interest in the disposition of such 
prt of the corpus or the income therefrom, 
len the income of such part of the trust 
all be included in computing the net in- 
bme of the grantor. (I. R. C. 166) 


The Taxability of Trusts 


Ass is a relationship which gener- 
erally consists of the person creating it, 
known variously as the donor, grantor, 
creator, trustor, settlor; the person holding 
the property as custodian or manager, known 
as the trustee; and the persons known as 
beneficiaries or cestui que trustents, for whose 
benefit the trustee holds or manages the 
property. The property held by the trustee 
is sometimes known as the trust res. 


Generally speaking, the concept of a trust 
is triangular, in which the donor is at the 
apex and the trustee and beneficiaries at 
both extremities of the base, the donor being 
the source of the rights and obligations aris- 
ing by the relation thus created. However, 
there are trust relationships in which all 
these three points are not separately iden- 
tifiable. They, nonetheless, exist in legal 
contemplation. There are situations in 
which the donor and beneficiary are the 
same persons, but although physically exist- 
ing in the same personality the legal existence 
is separate and distinct. Where the trustee 
and beneficiary are in the same person there 
is, in fact, no trust relationship: since by 
operation of law where such a situation 
exists there is a merger of the legal title in 
the trustee with that of the equitable title in 
the beneficiary. It has been sometimes held, 
however, that such a situation is not a nega- 
tion of a trust. 


Under the Internal Revenue Code trusts 
are taxable either under the personal income 
tax provisions or under its corporation pro- 
visions. This raises a vital issue of the dif- 
ference between a trust which is taxable 
under the individual provisions of the In- 
ternal Revenue Code and those trusts which 
are taxable under its corporate provisions. 


Ordinary Trusts 


The ordinary trust created by will, deed 
or declaration of trust predominantly has for 
its purpose the holding of property and the 
receipt of income and profits therefrom to 
be distributed to the beneficiaries designated 
in the instrument creating the trust. The 
trustee, for all practical purposes, merely 
acts as aconduit. His acts are solely minis- 
terial, operating in most instances under re- 
strictive limitations created either by the 
instrument itself or by state law. By fair 
intendment it cannot be said that he is carry- 
ing on a business, as the term is understood. 
Therefore, any tax to which he may be sub- 
ject is a tax paid by him in “suspense”, and 
when the “suspense” is at an end the ulti- 
mate distributee actually bears the burden 
of the impost he has discharged. The chart 
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shows that the revenue laws have sought not 
to pyramid the tax. If the trustee has paid 
the tax the beneficiary to whom the income 
belongs does not have to pay, and if the 
income is distributed to the distributee, and 
the distributee pays the tax thereon, the trust 
does not have to pay a tax upon the income 
so distributed. 


The development of this phase of trust 
taxation will not be discussed at this time. 
The purpose of this article is to treat in some 
detail the other category of trusts—business 
trusts. Whether a trust is a business trust 
or an ordinary trust, that is to say whether 
the trustee should file individual tax return 
and pay the tax thereon or a fiduciary infor- 
mation return or a corporation tax return 
and pay the tax thereon, is of paramount im- 
portance because of the potential, material 
and substantial difference from a point of 
view of the amount of the tax. 


Development of Taxation of Business 
Trusts as Corporations 


The federal income tax laws on this phase 


ot the subject appear to have passed through 
four stages. 


First, in the early days, in spite of the 
fact that a trust might have had all of the 
resemblances of a corporation, and despite 
the fact that the trust and the trustee actually 
were actively engaged in carrying on a busi- 
ness for the pursuit of gain, it was held by 
the court in Eliot v. Freeman, 220 U. S. 178 
(1911), that such a trust was not taxable 
under the provisions of the then federal tax 
statute which placed a tax upon the income 
of corporations and joint stock associations 
on the ground that it was the intent of 
Congress to embrace within the statute only 
such corporations and joint stock associa- 
tions as were organized under some statute 
or derived from that source some quality or 
benefit not existing at common law. Per- 
haps this was one of the reasons why in the 
latter part of the nineteenth century the 
trust form of organization became so popular. 


A corporation is, by statute, generally cir- 
cumscribed in the privileges it may exercise 
and the immunities it may enjoy, whereas 
a trust deriving its being from the common 
law, there being no fraud or illegal pur- 
pose, may almost ad libitum engage in any 
activity and in any manner, not contrary to 
public policy, and it may cross state bor- 
ders under the protection of the Commerce 
Clause of the Constitution without submit- 
ting itself to the qualifying laws of the 
various states, thereby saving time and 
money. 
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It is interesting to note that in Morrissey 
et al v. Commissioner (infra) the court stated: 
“The classification cannot be said to require 
organization under a statute or with stat- 
utory privileges. The term embraces as- 
sociations as they may exist at common law 
In the revenue acts, associations are 
mentioned separately and are not to be treated 
as limited to joint stock companies, although 
belonging to the same group.” 


The second stage appears to have been 
reached under the Income Tax Act of Oc- 
tober 3, 1913, which placed corporate taxes, 
inter alia, on joint stock associations. In the 
case of Crocker v. Malley, 249 U. S. 223, 1 
ustc J 24 (1919), the rule seems to have been 
laid down that where the trustees did not 
manage and operate the trust res, but merely 
collected the income for the beneficiaries and 
the beneficiaries had no control over the 
funds, the relationship was an ordinary trust 
and not an association. : 

The salient facts of that case appear to 
be as follows: 


A Maine corporation conveyed a part and 
leased a part of its property to a Massachu- 
setts corporation, and in return received the 
stock of that corporation. The Maine cor- 
poration then transferred to trustees the fee 
ot the property subject to lease upon trust 
to convert the same into money and dis- 
tribute the net proceeds to the persons then 
holding trustees’ receipt certificates. 


Mr. Justice Holmes, upon passing on the 
issue involved, stated: 

“The declaration of trust on its face is an 
ordinary real estate trust of the kind familiar 
in Massachusetts, unless in the particular 
where the trustees’ receipt provides that the 
holder has no interest in any specific prop- 
erty and that it purports only to declare the 
holder entitled to a certain fraction of the 
net proceeds of the property when converted 
into cash and meantime to income.” 


Continuing, the court said: 


“The function of the trustees is not to man- 
age the mills (property) but simply to col- 
lect the rents and income of such property 
as may be in their hands, with a large dis- 
cretion in the application of it, but with a 
recognition that the receipt holders are en- 
titled to it subject to the exercise of the pow- 
ers confided to the trustees. In fact, the 
whole income, less taxes and similar ex- 
penses, has been paid over in due proportion 
tc the holders of the (trustees’) receipts.” 


The court further stated: 


“The certificate holders .. . are in no way 
associated together nor is there any provi- 
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sion in the (instrument) for any meeting to 
be held by them.” 


The test appears to have been the measure 
of control exercised by the beneficial owners 
over the trust res. Growing out of the ruling 
in this case the Treasury regulations then 
provided: 


“Tf, however, the cestuis que trust have a 
voice in the conduct of the business of the 
trust, whether through the right periodically 
to elect trustees or otherwise, the trust is an 
association within the meaning of the statute.” 


The third stage, five years later, modified 
the principle enunciated in Crocker v. Malley 
(supra). It was held that the measure of 
control in the beneficiaries was not decisive 
of whether the trust was an association. In 
Hecht et al. v. Malley, 265 U. S. 144, 1 ustc 
{93 (1924), the petitioners were the trustees 
of a real estate trust (Massachusetts trust). 


The pertinent facts of that case appear to 
be that a trust was established by the mem- 
bers of the Hecht family upon real estate in 
Boston used for offices and business pur- 
poses which they owned as tenants in com- 
mon. Certificates of ownership in the trust 
kad no par value. Each share was for one 
one-thousandth of the entirety of the bene- 
ficial interest. The certificates were trans- 
ferable. The trustees had full power of 
management. There were no meetings of 
certificate holders. The issue, in part, in- 
volved the Revenue Act of 1918 which pro- 
vided that the “term corporation includes 
associations, joint stock companies and in- 
surance companies”, and further provided 
that “Every domestic corporation shall pay 
an excise tax with respect to carrying on or 
doing business equivalent to $1 for each 
$1,000 of so much of the fair average value 
of its capital stock for the preceding year.” 
The court stated ‘that: 


“Crocker v. Malley (supra) is not an au- 
thority for the broad proposition that under 
an act imposing an excise tax upon the priv- 
ilege of carrying on a business, a Massachu- 
setts trust engaged in the carrying on of 
business in a quasi-corporate form, in which 
the trustees have similar or greater powers 
than the directors in a corporation, is not an 
‘association’ within the meaning of this pro- 
vision.” 

Continuing, 


“We conclude, therefore, that when the 
nature of ... the trust(s) here involved is 
considered, as the petitioners are not merely 
trustees for collecting funds and paying them 
over, but are associated together in much the 
same manner as the directors in a corpora- 
tion for the purpose of carrying on (business 


The Taxability of Trusts 


enterprise(s)), the trusts are to be deemed 
associations within the meaning of the Act 
of 1918 . .. We do not believe that it was 
intended that organizations of this character 
—described as ‘associations’ by the Massa- 
chusetts statutes and subject to duties and 
liabilities as such—should be exempt from 
the excise tax on the privilege of carrying 
on their business merely because such a slight 
measure of control may be vested in the 
beneficiaries but they might be deemed strict 
trusts within the rule established by the 
Massachusetts courts.” 


Following this decision the Treasury De- 
partment regulations were made to read: 


“Operating a trust, whether or not of the 
Massachusetts type, in which the trustees are 
not restricted to the mere collection of funds 
and their payments to the beneficiaries, but 
are associated together in much the same 
manner as directors in a corporation for the 
purpose of carrying on some business enter- 
prise, are to be deemed associations within 
the meaning of the act, regardless of the con- 
trol exercised by the beneficiaries.” 


This regulation was amended as follows: 


“If, however, the beneficiaries have posi- 
tive control over the trust, whether through 
the right periodically to elect trustees or oth- 
erwise, an association exists within the mean- 
ing of section 2. Even in the absence of any 
control by the beneficiaries where the trus- 
tees are not restricted to the mere collection 
of funds and their payment to the beneficiaries 
who are associated together with similar or 
greater powers than the directors in a corpo- 
ration for the purpose of carrying on some 
business enterprise, the trust is an associa- 
tion within the meaning of the statute.” 


The fourth stage is marked by the decision 
in the case of Morrissey v. Commissioner, 36-1 
ustc J 9020, 296 U. S. 344. In that case a 
trust was created for the development of a 
tract of land and for the operation of golf 
courses, club houses, etc., and the trustees 
were invested with broad powers for pur- 
chase, operation in the sale of properties, 
and to issue shares of beneficial interest, 
preferred and common. The government 
contended that the trust was to be differen- 
tiated from other trusts which were engaged 
merely in collecting the income and con- 
serving the property against the day when 
this would be distributed to the beneficiaries. 


The court, in its decision rendered by the 
then Chief Justice, Charles Evans Hughes, 
quoted the pertinent regulations which pro- 
vided: 

“Associations and joint-stock companies 
include associations, common law trusts, and 
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organizations by whatever name known, 
which act or do business in an organized ca- 
pacity, whether created under and pursuant 
to State laws, agreements, declarations of 
trust, or otherwise, the net income of which, 
if any, is distributed or distributable among 
the shareholders on the basis of the capital 
stock which each holds, or, where there is 
no capital stock, on the basis of the propor- 
tionate share or capital which each has or 
has invested in the business or property of 
the organization. * * * 


“Where trustees merely hold property for 
the collection of the income and its distribu- 
tion among the beneficiaries of the trust, and 
are not engaged, either by themselves or in 
connection with the beneficiaries, in the car- 
rying on of any business, and the beneficiaries 
have no control over the trust although their 
consent may be required for the filling of a 
vacancy among the trustees for a modifica- 
tion of the terms of the trust, no association 
exists, and the trust and the beneficiaries 
thereof will be subject to tax as provided by 
section 219 and by articles 341-347. If, how- 
ever, the beneficiaries have positive control 
over the trust, whether through the right 
periodically to elect trustees or otherwise, 
an association exists within the meaning of 
section 2. Even in the absence of any control 
by the beneficiaries, where the trustees are 
not restricted to the mere collection of funds 
and their payment to the beneficiaries, but 
are associated together with similar or greater 
powers than the directors in a corporation 
for the purpose of carrying on some business 
enterprise, the trust is an association within 
the meaning of the statute.” 

The court pointed out that: 

“the revised regulation had congressional 
approval” 
. and that: 


“Congress recommended without change 
the general provisions as to associations in 
the Revenue Acts of 1926, 1928, and 1932.” 

Continuing, 


“The question is not one of the power of 
Congress to impose this tax upon petitioners 
but is simply one of statutory construction, 
—whether Congress has imposed it.” 

Further, the court said: 

“The so-called ‘control test’ had led to 
much litigation, and the change in the regu- 
lations after the decision in Hecht v. Malley 
(supra) caused increased uncertainty.” 

The court pointed out the difficulty 
“to translate the statutory concept of ‘asso- 
ciation’ into a particularity of detail that 
would fix the status of every sort of enter- 
prise or organization which ingenuity may 
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create, the recurring disputes emphasize the 
need of a further examination of the congres- 
sional intent.” 


Association Defined 


The decision goes on to define association 
in these words: 

“ ‘Association’ implies associates. It im- 
plies the entering into a joint enterprise, and, 
as the applicable regulation imports, an en- 
terprise for the transaction of business. This 
is not the characteristic of an ordinary trust 
—whether created by will, deed, or declara- 
tion—by which particular property is con- 
veyed to a trustee or is to be held by the 
settlor, on specified trusts, for the benefit of 
named or described persons. Such benefi- 
ciaries do not ordinarily, and as mere cestuts 
que trust, plan a common effort or enter into 
combination for the conduct of a business 
enterprise. Undoubtedly the terms of an 
association may make the taking or acquiring 
of shares or interests sufficient to constitute 
participation and may leave the management, 
or even control of the enterprise, to desig- 
nated persons. But the nature and purpose 
of the cooperative undertaking will differ- 
entiate it from an ordinary trust. In what 
are called ‘business trusts’ the object is not 
to hold and conserve particular property, 
within incidental powers, as in the tradi- 
tional type of trust, but to provide a medium 
for the conduct of a business and sharing its 
gains.” 

Or. the question of “associations” as cor- 
porations, the court said: 

“The inclusion of associations with corpo- 
rations implies resemblance; but it is resem- 
blance and not identity. The resemblance 
points to features distinguishing associations 
from partnerships as well as from ordinary 
trusts. As we have seen, the classification 
cannot be said to require organization under 
a statute, or with statutory privileges. The 
term embraces associations as they may ex- 
ist at common law.” 

Corporate form is not decisive of whether 
an organization is an “association” within 
the purview of the code. Said the court: 

“While the use of corporate forms may 
furnish persuasive evidence of an existence 
of an association, the absence of particular 
forms, or of the usual terminology of cor- 
porations, cannot be regarded as decisive. 
Thus an association may not have ‘directors’ 
or ‘officers’ but the ‘trustees’ may function in 
much the same manner as the directors in a 
corporation for the purpose of carrying on 
the enterprise. The regulatory provisions of 
the trust instrument may take the place of 
‘by-laws’ ” 


e TAXES—tThe Tax Magazine 





The s 


an “assc 
set forth 


“Wha 


trust—V 
medium 
enterpr’ 
be rega 
porate 

entity, 
in the 

a conti 
sion, 1 
during 
o1gani 
centra 
tives | 
The di 
with t 


‘n mi 
may ] 
spond 
are nz 
to sel 
perpe 
with 

ested 
mana 
activ 
carri 
from 
deat! 
in tl 
from 
inte! 
the | 
does 
ben 
tinu 
duc 
The 
of | 
the 


lation 


t im- 
, and, 
n en- 
This 
trust 
slara- 
con- 
y the 
fit of 
nefi- 
ostuts 
into 
iness 
f an 
iring 
itute 
nent, 
esig- 
pose 
ffer- 
what 
not 
erty, 
-adi- 
ium 
Py its 


cor- 


rpo- 
em- 
ince 
ions 
lary 
tion 
der 
The 


ex- 


her 
‘hin 


nay 
nce 
lar 


The salient features of whether a trust is 
an “association” taxable as a corporation are 
set forth by the decision as follows: 


“What, then, are the salient features of a 
trust—when created and maintained as a 
medium for the carrying on of a business 
enterprise and sharing its gains—which may 
be regarded as making it analogous to a cor- 
porate organization? A corporation, as an 
entity, holds a title to the property embarked 
in the corporate undertaking. Trustees, as 
a continuing body with provision for succes- 
sion, may afford a corresponding advantage 
during the existence of the trust. Corporate 
oiganization furnishes the opportunity for a 
centralized management through representa- 
tives of the members of the corporation. 
The designation of trustees, who are charged 
with the conduct of an enterprise,—who act 
‘in much the same manner as directors’— 
may provide a similar scheme, with corre- 
sponding effectiveness. Whether the trustees 
are named in the trust instrument with power 
to select successors, so as to constitute a self- 
perpetuating body, or are selected by or 
with the advice of those beneficially inter- 
ested in the undertaking, centralization of 
management analogous to that of corporate 
activities may be achieved. An enterprise 
carried on by means of a trust may be secure 
from termination or interruption by the 
death of owners of beneficial interests and 
in this respect their interests are distinct 
from those of partners and are akin to the 
interests of members of a corporation. And 
the trust type of organization facilitates, as 
does corporate organization, the transfer of 
beneficial interests without affecting the con- 
tinuity of the enterprise, and also the intro- 
duction of large numbers of participants. 
The trust method also permits the limitation 
of the personal liability of participants to 
the property embarked in the undertaking.” 


Balancing the Resemblances 
Between an Ordinary Trust, 
Partnership and Corporation 


Where the resemblances of a trust to a 
corporation outweigh the resemblances to a 
partnership or an ordinary trust, the trust is 
taxable as an association (corporation). In 
the case of Bert v. Helvering, 34 B. T. A. 805 
{CCH Dec. 9444], 92 F. (2d) 491 [37-2 ustc 
79395] (1937), nine department heads of 
Sears, Roebuck & Co. in 1928 formed a syn- 
dicate to purchase and sell the stock of that 
company, the arrangement to last for three 
years. It made purchases and sales and real- 
ized a profit which each of the members of 
the syndicate reported in his personal income 
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tax return. The Commissioner imposed a 
tax against the syndicate as an association. 


The syndicate agreement provided that 
each member was to loan the syndicate 100 
shares of stock of Sears, Roebuck & Co. indi- 
vidually owned by him to provide the means 
to the syndicate trustee of borrowing money 
with which to purchase new shares of stock. 
Each member was to receive a transferable 
certificate of beneficial interest. The trustee 
was authorized to take title to the shares pur- 
chased in his own name and to receive the 
dividends therefrom. He was authorized to 
sell any stock purchased by him at such times 
and in such amounts as he should deem best, 
and was authorized to assess syndicate mem- 
bers for the expenses. 


The court held that the trust had the re- 
semblances to a corporation in that there 
were present the following elements: a group 
of individuals organized to carry on a busi- 
ness enterprise for profit; continuity of ex- 
istence; centralized management; title to the 
property in a single trustee who is charged 
with the conduct of the enterprise in the 
same manner as directors of a corporation; 
and provision for the transfer of beneficial 
interests and the introduction thereby of new 
parties; and found that the only element not 
clearly present in the case is the limitation of 
liability. The court held: 


“While, therefore, it is true that the Su- 
preme Court in all four cases (Morrissey v. 
Commissioner, 296 U. S. 344 [36-1 ustc 
7 9029]; Swanson v. Commissioner, 296 U. S. 
362 [36-1 ustc J 9021]; Helvering v. Combs, 
296 U. S. 365 [36-1 ustc J 9023]; Helvering 
v. Coleman-Gilbert Associates, 296 U. S. 369 
[35-1 ustc §9022]) mentions limitation of 
liability as one of the characteristics of the 
trusts declared in those cases to be associa- 
tions under the law,—and while in this case 
the right of. the beneficiaries or the trustee 
to limitation of liability may perhaps be chal- 
lenged,—as to which we need express no 
opinion,—we think this not the vital and con- 
clusive factor under the terms of the tax Act, 
or that the Supreme Court intended in its 
four opinions to make it an indispensable 
element in cases of this sort... . We think 
the real test is whether the enterprise more 
nearly resembles in general form and mode 
of procedure a corporation than a partner- 
ship. Here, if that be true, there can be no 
doubt of the answer, for certainly the instant 
trust lacks most of the outstanding charac- 
teristics of a partnership—though it may 
also lack one of the features of a corporation 
... We think, as was said in Commissioner 
v. Brouillard, 70 F. (2d) 154 [1934 CCH 
§ 9219] that where an entity of this kind re- 
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sembles a corporation in some respects and 
a partnership in others, the features of simi- 
larity should be compared and the marks of 
dissimilarity contrasted. The resemblances 
should be balanced. It should be determined 
by that test the one to which the enterprise is 
predominantly akin in the method, mode and 


form of procedure in the conduct of its busi- 
ness.” 


Differentiation Between a Holding 
and Liquidating Trust and a Trust 
Operating a Business 


If the trust by the instrument creating it 
and the modus operandi shows the purpose 
to be merely holding or the holding and acts 
of the trustee are for purposes of liquidation, 
the trust may well be held not to be a “busi- 
ness trust”. Where from all the facts it is 
reasonably determined that the dominant 
purpose is operation for profit or gain the 
trust will be taxable as an association. 


In the case of U. S. v. Rayburn, a trust of 
which the pertinent provisions are set forth 
below was held to be taxable as an associa- 
tion and not as an ordinary trust: 

“Said conveyance is upon the following 
trusts, viz.: 

“1. In trust to sell and convey and convert 
the same into money and distribute the net 
proceeds thereof among the persons at the 
time of such conversion holding and owning 
beneficial interests therein; it being however 
expressly understood and agreed that the 
Trustees may, in their uncontrolled discre- 
tion, defer or postpone such conversion and 
distribution except that the same shall not 
be postponed beyond the end of twenty years 
from and after the death of the last survivor 
of the persons hereinbefore named as trustees. 


“2. In trust, pending final conversion and 
distribution of the property, to manage and 
control the same, the Trustees having, for 
such purposes and for all purposes of sale, 
lease, and any and all arrangements, con- 
tracts and dispositions of the trust property, 
or any part thereof, all and as full discretion- 
ary powers and authority as they would have 
if they were themselves the sole and abso- 
lute beneficial owners thereof in fee simple. 


“3. In the trust to collect and receive all 
rents and income from the property, and an- 
nually or oftener at their convenience, to dis- 
tribute such portion thereof as they may, in 
their discretion, determine to be fairly dis- 
tributable net income, to and among the sev- 
eral cestuis que trustent, according to their 
respective fractional interests, the trustees in 
this connection having full authority from 
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time to time to use any funds on hand, 
whether received as capital or income, for 
the purposes of any repair, taxes, or protec- 
tion of the property held hereunder as the 
Trustees may determine to be wise and ex- 
pedient, for the protection of the trust prop- 
erty as a whole pending its conversion and 
distribution. The determinations of the trus- 
tees made in good faith, as to all questions as 
between ‘capital’ and ‘income’ shall be final. 


“9. Any Trustee hereunder may resign by 
written instrument duly acknowledged and 
attached to the original of this instrument, 
or recorded where the original hereof is then 
recorded. 


“Any vacancy in the office of the Trustees, 
however occasioned, shall be filled by the 
remaining trustees by an instrument in writ- 
ing, signed by them, and assented to in writ- 
ing, by the holder or holders of two-thirds 
in amount of the beneficial interest herein, 
such appointment to be in like manner at- 
tached to the original of this instrument, or 
recorded as in the case of resignation last 
above provided for. 


“11. The terms and provisions of this trust 
may be modified at any time or times by in- 
strument in writing, signed, sealed and ac- 
knowledged by the then Trustees, assented 
to in writing by two-thirds in interest of the 
cestuis que trustent, and attached to the 
original of this instrument, or recorded where 
the original hereof is then recorded. 


“13. The title of this trust (fixed for con- 
venience) shall be ‘The Iowa Realty Trust,’ 
and the term ‘Trustees’ in this instrument 
shall be deemed to include the original and 
all successor trustees. 


“14. Any transfer or conveyance by any 
beneficiary or cestui que trust of his or her 
equitable interests in the trust property shall 
be subject to the provisions hereof, and to 
the rights of the trustees hereunder; and no 
cestui que trust shall have any right to com- 
pel a partition, division or distribution of 
any of the trust property during the life of 
the trust except as herein provided for. 

“15. At the end of twenty years from and 
after the death of the last survivor of the 
trustees herein named (unless this trust shall 
theretofore have been otherwise lawfully ter- 
minated), all the property of every kind then 
held hereunder shall be sold by the trustees 
and equitable distribution made of the net 
proceeds among the persons then entitled. 

“In June, 1928, the trustees made two oil 
leases covering 2,692 acres; in July, 1928, 
one lease covering 400 acres; in December, 
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1928, two leases covering 720 acres; in Feb- 
ruary, 1929, one lease covering 110 acres; in 
August, 1929, one lease covering 320 acres— 
a total of eight leases covering 4,562 acres, 
which, with the three (or six as may be) 
leases given by the company, made at least 
eleven leases covering 6,802 acres out of a 
holding of 12,460 acres. The bonuses paid 
for these leases varied—running from noth- 
ing in one lease to $88,000.00 in another and 
reaching a total of $204,848.00. 


“The only business carried on by the trus- 
tees was the making of these leases; the col- 
lection of bonuses and rentals (oil and grass), 
and distribution of the net proceeds to the 
beneficiaries. In the two years involved 
here (1929 and 1930) the gross returns were 
$180,854.07, of which $162,030.00 were dis- 
tributed. 


“The ‘oil flurry’ which created the oppor- 
tunity for the above leasings was short-lived. 
It was based upon discovery of oil at a ‘shal- 
low’ depth—not over 3,000 feet. At the time 
of the trial below (December, 1935) interest 
in oil development in this general vicinity 
was reviving on the basis of a deeper deposit. 
Also, at that time, the United States was 
building a dam designed to furnish irrigation 
to lands in three counties, in one of which 
this land is located. How far this project 
will benefit this land is problematical, as the 
nearest side of it is from one and one-half to 


four miles from the convoy canal under this - 


irrigation project.” 

The District Court found that the trustees 
were not engaged in carrying on a business 
enterprise for profit as the main purpose of 
the organization, and that such business as 
they may have done was but incidental to the 
ultimate liquidation of the property. The 
court held: 


“If we consider this instrument in the set- 
ting of the other evidence, as the trial court 
properly did, it becomes clear that this was 
not a mere liquidation or a mere holding 
trust ... When we consider that this trust 
was created in immediate connection with 
the oil leasing of these lands for a long term 
of years and that it expressly empowered the 
trustees to lease the lands and to collect ‘all 
rents and income from the property’, it is 
evident that the creators of the trust intended 
to carry on the same business enterprise re- 
specting the same property as they had been 
doing under the former company and that 
they exclusively formed the trust to that 
end. Of course, the trust contemplated en- 
tire disposition of the land. So did the cor- 
poration. We can find in this trust no purely 
holding company (such as in Lewis and Co. 
v. Commissioner, 301 U. S. 385, decided May 
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17, 1937 [37-1 ustc J 9300]) nor any purely 
liquidation trust (such as Commissioner v. 
Morriss Realty Co. Trust, 68 F. (2d) 648, 
C. C. A. 7 [1934 CCH J 9023], and Commis- 
stoner v. Atherton, 50 F. (2) 740, C. C. A. 9 
[1931 CCH ¥ 9452]).” 


Fixed Trusts 


In Morrissey v. Commissioner, quoted at 
length above, the standard of test in differ- 
entiating between the ordinary trust and the 
business trust was established. The principle 
seems clear enough. The difficulty in contro- 
versial cases is to determine whether a busi- 
ness trust of the so-called “fixed” type is an 
association within the meaning of the In- 
ternal Revenue Code. The fixed trust often 
has the outward resemblances of a corpora- 
tion. In fact, the outward resemblances are 
not generally materially different from those 
of the management type, but most often the 
trustees’ operational duties are so circum- 
scribed as to render debatable whether the 
trust is carrying on a business for the pur- 
pose of gain, or is merely holding, or merely 
liquidating, as is indicated above. 


For example, X, under a declaration of 
trust, deposited with the bank as trustee cer- 
tain shares of stock to be held for the benefit 
of the declarant and the holders from time 
to time of certificates of beneficial interest 
therein. The trustees’ duties are to hold, 
manage, and apply. the deposited stock and 
to issue to the declarant certificates of the 
beneficial interest representing the aggregate 
interest in the deposited stock. These certif- 
icates of beneficial interest are sold by the 
depositor and the buyer thereof acquires a 
beneficial interest to the extent of his pro- 
portionate share in the aggregate value of 
the deposited stock. The holder of such cer- 
tificates of beneficial interest becomes en- 
titled to participate pro rata in the income, 
profits, earnings, dividends and interest on the 
deposited stock, and upon winding up of 
the trust is entitled to his pro rata share of 
the value of the deposited stock. The trustee 
is charged with the duty to receive the in- 
come, etc., and to distribute the same to the 
certificate holders. The trusteés’ power to 
sell may be confined to the sale of stock un- 
der certain conditions, subscription rights and 
other property received by way of dividends. 


It will be observed that there is present in 
the example cited: 

(1) a declaration of trust which is tanta- 
mount to the charter of a corporation de jure; 

(2) the certificates of beneficial interest are 


analogous to the certificates of stock of a 
corporation; 
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(3) the beneficiaries are similar to the 
stockholders of a corporation; 


(4) the trustee or trustees occupy a posi- 


tion somewhat similar to that of the board of 
directors; 


(5) the trust apparently operates as an 
entity; 

(6) the continuation of the trust as an en- 
tity is not dependent upon the existence of 
any one of the interested parties therein. 


On the face of it, all the outward resem- 
blances of a corporation are present. Is the 
trust, therefore, taxable as an association 
(corporation) within the intendment of the 
code and the regulations thereunder, and the 
principles set forth in 
Morrissey v. Commis- 
stoner? The question isa 
difficult one to answer. 
The answer to the ques- 
tion will depend upon 
whether the trustees are 
engaged in business as 
the term is generally un- 
derstood. If the duties 
of the trustees are merely 
those of holding property 
with incidental powers, 
receiving the income therefrom and distrib- 
uting such income to the beneficial owners, 
the trustees are no more than conduits through 
which the income is siphoned to the equita- 
ble owners. If that be so, then the trust in 
the cited example, in spite of its outward re- 
semblances to the structure and organization 
of a corporation, may be held to be an ordi- 
nary trust subject to the personal income tax 
provisions of the code. 


News. 


But after saying this, the solution does not 
appear to be entirely satisfactory because the 
cited trust ostensibly was not created for 
eleemosynary or educational purposes, and 
if not created for these purposes it seems 
reasonable to conclude it was organized for 
business purposes—a fusion of many inter- 
ests, in order to obtain gain from a common 
enterprise. This trust should be differenti- 
ated from the usual type of trust where the 
donor grants specific property to a trustee 
to hold and pay the income therefrom to 
beneficiaries. This trust is ostensibly for the 
purpose of gain. There seems to be no ques- 
tion that if a corporation operated in the 
same manner as the cited trust, that it would 
be taxable on the ground that it was operat- 
ing as a business in the pursuit of gain. It 
is, therefore, apparent that no mere hard and 
fast rule can be applied in determining whether 
a trust is an association within the meaning 
of the code. Each trust will be determined 
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The shortage of cigarettes is mak- 
ing itself felt in state tax collec- 
tions as monthly state tobacco 
tax collections have been dropping 
since: August and the State of 
Georgia reports a drop of $35,000 
for the month of October, accord- 
ing to the Tax Administrator 


to be or not to be taxable as a corporation 
upon its own facts. It is clear that in a great 
many instances the reasoning will, of neces- 
sity, be fine. 

The niceties of reasoning are well illus- 
trated in the case of Helvering v. A. McC. 
Washburn, Trustee of South Texas Syndicate, 
99 F. (2) 478 (October 21, 1938) [38-2 ustc 
7 9533]. In that case the trustee held legal 
title to a certain tract of grazing land in the 
state of Texas. Thirty thousand certificates 
of beneficial interest therein were issued. 
The land was leased, conditioned upon the 
sale of the property. The rent therefrom con- 
stituted nearly the entirety of the income, 
which, after meeting expenses, was distrib- 
uted pro rata to the hold- 
ers of the certificates of 
beneficial interest. 


The Commissioner 
taxed the trust as a cor- 
poration. The Board of 
Tax Appeals held it was 
a liquidating trust, taxa- 
ble as an ordinary trust. 
On appeal, the decision 
of the Board was upheld, 
stating: 


“While the form of the 
trust here presented is doubtless within the 
comprehensive meaning of the term ‘associa- 
tion’, as developed by the decision of the 
Supreme Court (Morrissey v. Commissioner, 
296 U. S. 344 [36-1 ustc J 9020]; Swanson v. 
Commissioner, 296 U. S. 362 [36-1 ustc J 9021]; 
Helvering v. Combs, 296 U. S. 365 [36-1 ustc 
¥ 9023]; Helvering v. Coleman-Gilbert Asso- 
cutes, 296 U. S. 369 [36-1 ustc J 9022]), the 
controlling question is not the similarity in 
form to corporate organizations, but rather 
the purpose of the alleged trust (4. A. Lewis 
and Co. v. Commissioner, 301 U. S. 385 [37-1 
ustc J 9300]; United States v. Rayburn, 91 
F. (2) 162 [37-2 ustc J 9394]; Commissioner 
v. Atherton, 50 F. (2) 740 [1931 CCH ¥ 9452]; 
Commissioner v. Morriss Realty Co. Trust, 68 
F. (2) 648 [1934 CCH { 9023]). If there is 
a purpose of immediate liquidation as soon 
as circumstances will permit, and the carry- 
ing on of business is only incidental and nec- 
essary for the preservation of the property, 
no taxable association has resulted. Some 
business was necessarily transacted. As is 
said in Commisstoner v. Morris Realty Co. 
Trust (supra), ‘There is scarcely a trust which, 
in its administration, does not necessarily in- 
volve the doing of some kind of business’.” 


Another type of liquidating trust is dem- 
onstrated by the case of A. A. Lewis and Co. 
v. Commissioner (supra). In that case the 
grantor in 1925, in order to sell a tract of 
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land she owned, made a declaration of trust 
placing the title in the trust company as trus- 
tee for the benefit of herself and another. 
Attached to the declaration of trust was an 
agreement to which the trustee subscribed, 
whereby the grantor was appointed exclusive 
selling agent and manager of the trust and 
given power and duties as were necessary to 
facilitate the sale of the land. The grantor 
was to manage and control the property for 
the purpose of sale; to employ a sales force; 
to enter into contracts with purchasers; and 
to request the trustee to execute deeds and 
other necessary instruments. For these serv- 
ices he was paid a commission. 
The court held: 


“Tf it were not for the declaration of trust, 
we should have here the simple case of an 
appointment by a land owner of an agent to 
subdivide the land and sell it, receiving as 
compensation for his services a fixed per- 
centage of the payments made by the pur- 
chasers. It is quite evident that such an 
arrangement has no element of substance or 
method which would warrant its designation 
as an association under the statutory provi- 
sion in question. Nor can we see that the 
intervention of a trustee to hold title, execute 
contracts and conveyances at the direction of 
the real estate agent and make collections 
alters the situation.” 


The court went on to say: 


“The arrangement here answers... the 
description of an ordinary trust—that is, it 
was created in virtue of a declaration by 
which a designated piece of real property 
was conveyed to the trustee on specified 
trusts, for the benefit of definitely named 
persons, one of whom was the grantor of the 
land and the other was an agent of the grantor 
for the sole purpose of subdividing and sell- 
ing the land. The agent was designated by 
name, and his powers definitely fixed in ad- 
vance of their exercise. He possessed no 
authority beyond that expressly delegated 
by his principal. The trust was adopted 
merely as a convenient means of making 
effective the sales of the agent under the con- 
tract. The duties of the trustee were minis- 
terial, with no power to control, direct, or 
participate in, the conduct of the selling en- 
terprise contemplated by the contract. There 
is to be found in the operation of the business 
no essential characteristic of corporate con- 
trol—nothing analogous to a board of direc- 
tors or shareholders, no exemption from 
personal liability, no issue of transferable 
certificates of interest. There is simply the 
common relation of principal and agent, cou- 
pled with the collateral incidents of an ordi- 
nary trust.” 


The Taxability. of Trusts 


Business Trusts Subject to Franchise 
Tax as Corporations 


The New York State Franchise Tax Law, 
article 9-A, defines a corporation—“The term 
‘corporation’ includes a joint stock company 
or association and any business conducted 
by a trustee or trustees where an interest or 
ownership is evidenced by certificate other 
than written instrument”. This definition is 
somewhat broader than the pertinent regu- 
lations under the Internal Revenue Code, 
and it is conceivable that trusts which may 
be held under the Code not to be taxable as 
associations may be held taxable under the 
definition above. See City Bank Farmers 
Trust Company v. Graves, 244 A. D. 872, 280 
N. Y. S. 274, 272 N. Y. 1. 

Under state laws where business trusts 
are taxable as corporations they enjoy an 
advantage that corporations de jure do not 
enjoy, for whereas they may be taxable as 
corporations under the franchise tax laws 
they do not have to comply with the quali- 
fying laws of the state to do business. Their 
right to do business springs from the com- 
mon law supported by the Interstate Com- 
merce Clause of the Constitution. As stated 
hereinbefore, this is one of the possible rea- 
sons why this form of business organization 
has become so popular in the modern busi- 
ness world. 

Particularly, there have sprung up what 
is known as investment trusts, which usually 
take somewhat the following form: A depos- 
itor selects common shares of stock of a 
number of representative companies and 
places them with a trust company under a 
declaration of trust, and issues against the 
portfolio so deposited trust shares at a given 
value per unit equal to the aggregate value 
of the portfolio on the date of declaration. 
The depositor and/or the trustee sells these 
representative shares to the investing public 
at a price equal to the unit value, plus trus- 
tee’s commissions, plus other expenses, plus 
a “loading charge”, which is another name 
for designating the cost of managing the 
portfolio. The certificate holders are entitled 
to receive their proportionate share of the 
dividends and interest and other income 
earned on the stock deposited and upon liqui- 
dation receive their pro rata share of the 
trust res. This form of business trust pro- 
vides a vehicle by which the individual in- 
vestor is able to participate in investing in 
high-grade securities which probably acting 
alone he could not well accomplish, and also 
afford sufficient diversity in stockholdings 
reasonably insuring against loss. 
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Trusts, under this category, may be fixed 
or of the management type. The fixed trust 
may have as its dominant purpose merely the 
holding or the liquidating of the res, the trus- 
tee having very limited powers to change the 
portfolio, with no power to invest and rein- 
vest, and only so much discretionary power 
to effectuate the efficient holding of securi- 
ties for the best interests of the beneficiaries, 
or for the purpose of efficiently and expedi- 
tiously liquidating the deposited securities. 
Such a trust may be held not to be doing 
business within the meaning of the Internal 
Revenue Code. Of course, as was discussed 
hereinbefore, the nature and purpose of the 
trust is determined from the instrument cre- 
ating it, and from such purpose and/or 
nature its taxable classification. The man- 
agement type of trust generally endows the 
trustee with broad powers to invest and rein- 
vest, and to carry out such transactions as 
will make the trust an efficient operating 
business entity. Such a trust is generally 
taxable as an association under the Code and 
under the New York State Franchise Tax 
Law in that all the elements set forth in the 
Morrissey case (supra) are present. 


SOCIAL SECURITY ASSUMES an 
important relation to future federal fiscal 
policies and exercises a profound influence 
on our thinking on post-war problems. 
The TAX FOUNDATION in New York 
City has issued an extensive report on social 
security, past and future, which distinguishes 
this relation and warns of this influence. The 
review is not a detailed dissertation on the 
system although it requires 112 pages, but 
it does present some estimates of its cost 
and some of its economic aspects. 


Using actual figures from 1936 to 1943 
and estimated figures from 1944 to 1960, the 
report’s data show total payroll tax collec- 
tions for unemployment compensation during 
the twenty-five year period of $22,700,000,000, 
benefits of $15,500,000,000, interest credited 
to the unemployment trust fund of 
$2,900,000,000 and a consequent trust fund 
balance of slightly more than $10,000,000,000. 
The trust fund, under existing social security 
laws, represents the total of the amounts 
credited to all state unemployment compen- 
sation systems. 


The number of covered workers increased 


from 31,947,000 in 1940 to 42,080,000 in 1943, 
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It is not the province of this article to dis- 
cuss the social and economic effects of in- 
vestment trusts, but it is intended to indicate 
the tax incidence which might arise from 
their creation. The legal restrictions im- 
posed by the Securities Act of 1934 and high 
war taxes in effect from 1940 to the present 
time impose upon the creator the necessity 
of carefully scrutinizing the provisions and 
the method of operation of such trusts so 
that corporate taxes do not make their ex- 
istence financially untenable. 


Today, and in all probability for many 
years to come, corporate taxes are destined 
to be one of the largest items of expenses in 
the carrying on of business. Corporate 
taxes are, in reality, a form of double taxa- 
trust instruments professional responsibility 
of the first magnitude in addition to those 
others ever present in the drafting of such 
documents. The attorney must be in a posi- 
tion to adequately and seasonably apprise the 
parties not only of the general consequences 
of any proposed trust but of the tax inci- 
dences as well, if uncontemplated tax bur- 
dens are to be avoided or if timely and 
reasonable provisions are to be made there- 


for. [The End] 


while total contributions to the state unem- 
ployment funds increased from $853,832,000 
in 1940 to $1,328,117,000 in 1943. On the 
other hand, benefit payments to unemployed 
persons declined sharply, from a total of 
$518,700,000 in 1940 to $79,291,000 in 1943. 
By 1948, it is estimated on the basis of cer- 
tain assumptions that the total number of 
covered workers will drop to 34,108,000 and 
increase slowly to 35,008,000 in 1960 and that 
total annual contributions by employees and 
employers will drop to $882,143,000 in 1948 
and rise slowly to $905,420,000 in 1960. By 
1948 the number of beneficiaries would, it is 
estimated, increase to 6,310,000, rising slowly 
to a total of 6,433,000 in 1960, with a resultant 
increase in benefit payments to $887,782,000 
in 1948 and to $888,526,000 in 1960. 


Postwar budgets for health and welfare 
are expected to total well over one billion dol- 
lars a year for expenditures for old-age as- 
sistance, aid to dependent children, aid to the 
blind, general relief and public health, reflecting 
increasing socialization of responsibility for 
the health and welfare of the people. Total 
increase from $961,779,000 in 1945 to 
increase from $961,779, 000 in 1945 to 
$1,535,442,000 in 1960. 
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Did the Bureau choose the middle course between discriminatory 


taxation and avoidance of just liability? 


The Treasury 


Department's 


Bulletin on Section 722 


By JOSEPH A. MALONEY 


~ ONG and anxiously have taxpayers awaited 

4 the issuance of the Bulletin on Section 722 
setting forth in detail the principles which 
are to guide the administration of the relief 
provisions, and the Department is to be com- 
mended for making it available. Clearly, 
intensive and capable efforts have been ex- 
pended in its preparation and it will in many 
cases “facilitate fair and expeditious solution 
of the problems involved in these applica- 
tions.” By so expressing the “present trend 
of official opinion” before its incorporation 
in formal rulings and regulations, the De- 
partment has made it possible for taxpayers 
and other interested persons to participate in 
the discussion which is to “make possible 
further crystallization of principles.” 


It was inevitable that Section 722 would 
be strictly construed. Although the usual 
tule of construction is that relief or remedial 
provisions must be liberally construed to 
effectuate the objectives sought, a very liberal 
interpretation could not be expected of the 
Department acting in its dual capacity as 
watchdog of the Treasury and protector of 
the revenues. Indeed, taxpayers and the 
public generally would not favor an interpre- 
tation of the relief provisions which would 
permit widespread avoidance of a high rate 
oi tax upon what are, in fact, excess profits. 
There is, however, a middle course which 
would effectuate, to the greatest possible 
extent, the Congressional intent of avoiding 
excessive and discriminatory taxation, and 
yet not open wide the door to avoidance of 
a just tax liability. In the opinion of the 
authors, certain of the fundamental policies 
set forth in the Bulletin do not take this 
middle road. 


In this connection it is significant that the 
Press Release announcing the Bulletin states 
that it expresses “the present trend of official 
opinion in the administration of Section 722.” 
The implication is contained here that the 
3ureau’s position relative to the complex 
problems involved in the relief provisions 
is not ‘permanently fixed in all respects, and 
that further experience and discussion could 
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demonstrate the necessity of revision of some 
of the principles stated. It is, therefore, in- 
cumbent upon taxpayers and their advisors 
to study carefully the contents of the Bulle- 
tin not only with a view to the immediate 
and substantial assistance it renders in the 
prosecution of applications for relief but also 
with a view to the shaping of what will be 
the final principles governing the adminis- 
tration of the relief provisions. 


Congress, by means of the general relief 
provisions, sought to avoid the imposition of 
an excessive and discriminatory tax which 
would result if the earnings subject to the 
high rates of excess profits tax were not, in 
fact, excess profits. The principles and poli- 
cies as presently adopted by the Bureau, and 
set forth in the Bulletin, must be tested in 
terms of whether they effectuate or obstruct 
this Congressional intent. Fundamental 
policies expressed in the Bulletin which are 
believed to be deficient, when tested by this 
standard, include (1) the concept of normal 
earnings, (2) requirements of qualifying 
changes in the character of the business, and 
(3) requirements of subsection 722(b) (5). 


The Concept of Normal Earnings 


Fundamental to the determination of many 
issues which can and do arise in the prosecu- 
tion of relief claims is the concept of normal 
earnings. Congress has used the words “nor- 
mal earnings” twice in Section 722(a) and yet 
these words are not specifically defined any 
where in the statute. 


Section 722 (a) provides, in part, that: 


“In any case in which the taxpayer estab- 
lishes that the tax computed under this sub- 
chapter (without the benefit of this section) | 
results in an excessive and discriminatory 
tax and establishes what would be a fair and 
just amount representing normal earnings to 
be used as a constructive average base period 
net income for the purposes of an excess profits 
tax based upon a comparison of normal earnings 
and earnings during an excess profits tax period, 
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the tax shall be determined by using such 
constructive average base period net income 
in lieu of the average base period net income 
otherwise determined under this subchapter.” 
(Italics supplied.) 

The Bureau has given the words “normal 
earnings” what may be considered their nat- 
ural, ordinary and familiar meaning—thereby 
employing a well recognized principle of 
statutory construction. Upon the founda- 
tion of this concept of normal earnings the 
Bureau rests its assertions that mechanical 
relief provisions provided in the statute do 
not apply automatically in 722, that abnormal 
deductions disregarded under the general 
provisions of the statute can be eliminated in 
a relief claim only if abnormal within the 
meaning of Section 722, and that a recon- 
struction which eliminates or adjusts abnor- 
mally low income must also adjust high levels 
of income attributable to abnormal events. 


Legislative Intent 


However, an equally well settled rule of 
statutory construction indicates that no pro- 
vision of a statute stands alone—each must 
be considered in the light of other provisions 
of the statute bearing upon it. The legisla- 
tive intent can be inferred only from the 
entire statute if a consistent interpretation 
is to be achieved. In the italicized portion 
of Section 722 (a) quoted above, Congress 
refers to “an excess profits tax based upon a 
comparison of normal earnings and earnings 
during an excess profits tax period.” Al- 
though Congress did not define “normal 
earnings” specifically it did define the basis 
for comparison with earnings during an ex- 
cess profits tax period. By necessary infer- 
ence such definition should be regarded as an 
expression of the Congressional concept of 
normal earnings. 

It is significant that Congress, in defining 
the basis for comparison with earnings in an 
excess profits tax year, did not require elimi- 
nation of high levels of income attributable 
to abnormal events and did provide certain 
mechanical relief provisions. If normal 
earnings are defined by the Department in 
such a way that adjustments are required 
of taxpayers seeking relief which are not 
required of taxpayers generally, or that me- 
chanical relief provisions available generally 
are denied the taxpayer seeking relief, two 
different definitions of normal earnings result 
—one for taxpayers generally and another 
for taxpayers seeking relief. Our objection 
to this result is not founded solely upon the 
violence it does to the more or less abstract 
principles governing statutory construction, 
but is based principally upon the fact that, in 
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many cases, this double standard will result 
in the imposition of an excessive and dis. 
criminatory tax. 














Elimination of Abnormally High 
Income Generally 













The Bureau’s policy in respect of abnor- 
mally high income is stated in the Bulletin 
as follows: 


“The relief allowable under Section 722 is 
limited to a ‘fair and just amount represent- 
ing normal earnings.’ Thus, the mandate 
of the statute is a clear indication that earn- 
ings based upon abnormal events are not to 
be considered. Consequently, if adjustments 
are made in the earnings for particular base 
period years affected by abnormally poor 
circumstances, adjustments must also be 
made for years affected by abnormally good 
circumstances to insure a constructive aver- 
age base period net income which can fairly 
represent normal earnings.” 


As a principle of general application this 
statement is consistent with the concept of 
normal earnings adopted by the Bureau, but 
it is not considered to be consistent with 
the Congressional concept of normal earn- 
ings. Since Congress did not require the 
elimination of abnormally high income in the 
case of taxpayers generally it would appear 
that Congress did not contemplate such ad- 


justments as part of its concept of normal 
earnings. 


To the extent that abnormally high income 
is directly related to the grounds upon which 
relief is claimed, the Bureau’s position in 
requiring its elimination appears sound. If 
the loss which serves as the basis of the claim 
is recovered in a subsequent period, a re- 
construction to eliminate effect of the loss 
must also eliminate the recoupment. 


If this adjustment is given wider applica- 
tion than to eliminate the recoupment, it will 
serve only to create a new discrimination in 
place of the one from which relief is sought. 
An outstanding example of this situation is 
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one given in the Bulletin under subsection } ‘S en 
(b) (1). There it is stated that if a hotel }| 8° 
claims relief because of a fire which occurred | "¢ 
in 1938 it must eliminate abnormally high } '"“ 
income attributable to increased business | ‘UC 
from a World’s Fair in 1939, as well as | P@Y 
abnormally high income “realized in any 
base period as a result of interruption or de- Ww 
pression of any competitor hotel’s business 
by reason of such factors as reconstruction Co 
or remodeling of its building, strikes or boy- ‘ 
cotts.” It is apparent that if such hotel does , 
not claim relief because of the fire, it suffers | °°! 
the imposition of a discriminatory tax as erl 
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ompared with the tax borne by its competi- 


‘. Mors, and if it claims relief from the effects 


of the fire the other adjustments proposed 
by the Bureau would result in a new dis- 
crimination. In the absence of a definite 
indication that Congress intended this result, 
itis dificult to believe that Congress meant 


the relief provisions to substitute one basis 


of discrimination for another. 
The position of the Bureau as to the con- 


istcept of normal earnings raises a novel and 
-Jrather interesting question. 


If the Bureau 
is going to insist on the adjustment of ab- 
normally high income unrelated to the basis 
of the claim, will it also, in its quest for 
“normal earnings”, adjust abnormally low 
income in respect of which the taxpayer 
failed to claim relief? Thus, it is possible 
that a taxpayer may have commenced busi- 
ness near the end of the base period and 
have filed an application for relief. In such 
application the taxpayer reconstructed its in- 
come in relation to the industry of which it 
is a member without discovering that in one 
year of the base period such industry enjoyed 
abnormally high income and that in another 
year it suffered abnormally low income. If 
the Bureau proposes to determine “normal 
earnings” as it conceives this term, adjust- 
ment should be made for both the abnormal 
high and the abnormal low, and such adjust- 
ment could be made if the facts are discovered 
before the tolling of the statute. However, 
such a determination of an abnormally high 
level of earnings might be made after the 
running of the statute at which time the ab- 
normally low condition might also be dis- 
covered. In such event the Bureau would 
consider itself justified in adjusting for the 
abnormal high, regardless of the violence 
done to its concept of normal earnings by 
the fact that the taxpayer is precluded from 
claiming relief on the grounds of the abnor- 
mally low income. It is true that the tax- 
payer is at his peril to discover all the bases 
ot his eligibility for relief and to assert them 
within the statutory period, but if the Bureau 
is to stand firmly on its idea of normal earn- 
ings there is a great deal to be said for 
reducing the adjustment of abnormally high 
income by the amount of the abnormal re- 
duction in income not claimed by the tax- 
payer. 


War in 1939 as an Abnormal 
Condition 


A particular aspect of the Bureau’s con- 
cept of normal earnings which, if not prop- 
erly circumscribed, can be of the most far 
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reaching significance, is that contained in 
the statement that “No conditions induced by 
the war can be considered to be normal 
whether such conditions were manifested be- 
fore or after December 31, 1939.” This 
principle is based on the assumption that 
for purposes of the excess profits tax law, 
at least, war is not to be considered a normal 
condition. However, the impact of the war 
upon different taxpayers will vary greatly, 
and it is believed that the principle stated 
above should be highly restricted in its 
application. 


A business which is more or less directly 
benefited by the anticipation or existence of 
the war in Europe during the base period 
should probably not be permitted to use the 
changes in its business, so induced, as the 
basis of an application for relief. A direct 
benefit or stimulus fs not confined, for this 
purpose, to war orders directly placed with 
the taxpayer. On the other hand, a taxpayer 
whose business is affected only to the extent 
that business in general may have felt the 
impact of the war should not be precluded 
from considering such influence as part of 
the normal conditions surrounding industry 
in general during the base period. It is 
well recognized that the distinction here 
proposed may be difficult of application in 
particular cases, but it is believed that such a 
distinction is necessary if the Congressional 
intent in enacting the relief provision is to 
be effectuated. 


There are several indications in the statute 
that Congress did not regard the impact of 
the war during the base period upon gen- 
eral business as resulting in an abnormally 
high standard of earnings for purposes of 
determining the excess profits tax: (1) The 
period from 1936 to 1939 was selected as 
one of moderate prosperity for business in 
general. (2) No adjustment was made to 
eliminate the influence of the war in the 
base period for taxpayers generally. (3) It 
was stated in subsection 722(a) that in order to 
eliminate the effect of the war no regard 
shall be had to events or conditions existing 
after December 31, 1939. (4) In placing a 
limit upon the automatic operation of the 
growth formula, June 1, 1940 was selected 
because it “marks generally the beginning of 
the industrial expansion under the National 
Defense Program.” Congress did not select 
September 1939 as the limitation date be- 
cause it marked the beginning of the war in 
Europe. (5) The limiting date on commit- 
ments was set at December 31, 1939 and not 
in September 1939. 


In view of these provisions it is believed 
that the general rule should be that the base 
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period years do not reflect any abnormal war 
influence, but that in a few cases a taxpayer 
may be disqualified for relief because the 
change made had only a war use and could 
not develop normal earning power. 


The Growth Formula and 
Deficit or 75% Rules 


It may well be questioned whether Con- 
gress intended that either of these automatic 
relief provisions should apply under Section 
722, since it provided that the constructive 
average base period net income shall be used 
“in lieu of the average base period net income 
otherwise determined under this subchapter.” 
However, it is clear that if excessive and 
discriminatory taxation is to be avoided 
these provisions should receive recognition 
in connection with the relief provisions. And 
here again the Bureau, because of its con- 
cept of normal earnings, adopts a different 
rule for taxpayers seeking relief than for 
those who do not find it necessary to seek 
relief. Briefly stated, the Bureau policy is 
that the growth formula may be used “in a 
proper case’—that is, where the taxpayer 
shows “true growth’—and that the deficit 
or 75% rules may not be used in any case. 
It is contended, however, that if Section 722 
is to prevent excessive and discriminatory 
taxation the growth formula and the deficit 
or 75% rules must be given wider effect than 
is proposed in the Bulletin. 


In setting up the growth formula Congress 
provided for but a single measure of growth 
—earnings. There is no apparent reason why 
the relief provisions require a different meas- 
ure, such as that of “true growth.” It is 
contended that if the reconstruction of the 
fair and just amount representing normal 
earnings is made within all the safeguards 
contained in the Bulletin, and earnings in 
the last half of the base period are, in this 
manner, determined to be higher than earn- 
ings of the first half of the base period, the 
taxpayer should be permitted to use the 
growth formula in its relief claim. The ex- 
ception here taken is of limited significance, 
however, because in most cases where a tax- 
payer’s earnings are growing, the company 
will ordinarily exhibit the other characteris- 
tics of growth. 


The unqualified prohibition of the use of 
the deficit or 75% rules is even more objec- 
tionable if the purpose of the relief provisions 
is to prevent excessive and discriminatory 
taxation. Again it is contended that if the 
taxpayer’s reconstructed earnings would 
leave it in such a position that benefit would 
be derived from the application of these rules, 
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such a taxpayer should be entitled to apply 
them in its relief claim. For example, an 
industry may follow the ups and downs of 
general business but suffer a much wider 
amplitude of fluctuation than business in 
general with the result that the decline in 
business in 1938 caused very low profits or 


operating losses. The members of such an 
industry, generally, would receive the benefit 
of these provisions. But if one of the mem- 
bers of such an industry was entitled to relief 
because of some abnormal event or condition 
or because of a change in the character of 
its business, it would be denied the benefits 
of such rules even though its reconstructed 
income would almost necessarily follow the 
fluctuations of its industry. Such a result is 
clearly without justification. 


Change in the Character of 


the Business 


It is believed that the position of the 
Bureau as to qualifying changes in product 
or service is unduly restrictive. While the 
various tests proposed in the Bulletin may 
have some bearing on the matter, the really 
fundamental question is whether by making 
some change in its products or services the 
taxpayer has substantially increased its earn- 
ing power. If the earning power of the 
business has been increased greatly and such 
increased earning power is not fully reflected 
during the base period, then the taxpayer 
should receive relief under subsection 722 
(b) (4) regardless of how slight or how 
significant the change in the product or 
service. That this contention is valid is 
indicated by the examples contained in the 
Committee reports which in each instance 
consider the change in terms of its effects 
upon earnings. The concluding statement of 
this portion of the Committee report—“In all 
of the above cases the changes were so sub- 
stantial as to warrant the conclusion that ‘a 
change in the character of the business’ has 
occurred”—is not considered to controvert 
the foregoing conclusion because each ex- 
ample given refers to a substantial change 
in earnings. 

By this proposed test the ordinary and 
usual changes that all businesses make in 
the normal routine of operations would be 
excluded because such changes do not have 
a substantial effect upon earnings. On the 
other hand, a minor change in the product 
or service which greatly enhances earning 
power would not be excluded by this test, 
whereas it almost certainly would be ex- 
cluded by the tests proposed in the Bulletin. 
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Thus, if so minor a change as packaging 
of a product greatly increased its saleability 
and substantially increased the earning power 
of the manufacturer of the product, he should 
be entitled to relief under this section. And 
if a brewery adds to its regular line of light 
beer, a line of dark beer or ale and thereby 
substantially increases its earning power it, too, 
is entitled to relief regardless of the simi- 
larity of the products. 

Certainly the burden of proving the con- 
nection between such so-called. minor changes 
and the increased earnings should be heavily 
imposed upon the taxpayer, but just as cer- 
tainly a taxpayer should not be denied relief 
because of the artificiality of a test not re- 
lated to the effect of the change upon 
earnings. 

The observations made in reference to 
changes in products and services, and the 
earning-power test here proposed, should 
also apply with equal force to changes in the 
operation or management of the business. 
For example, a company may regularly have 
used radio advertising but during the base 
period it engaged a radio show which caught 
the public fancy and which greatly increased 
its sales and consequently its earning power. 
Although such a change may not represent 
any substantial change of operating or man- 
agement policy it did have a substantial effect 
upon earnings and the taxpayer should be 
eligible for relief. The same conclusion 
should be reached in respect of a drug com- 
pany which for many years manufactured 
vitamin pills which were dispensed mainly 
under doctor’s prescription, if during the 
base period it had improved the appearance 
of such pills and their packages and directed 
their sales effort to the ultimate consumer, 
convincing him that such pills could be 
taken without prescription. 

While the use of this proposed earning- 
power test may have the effect of increasing 
the number of applications for relief filed or 
the number of cases in which relief is 
granted, such result is desirable if it will 
assist in avoiding the imposition of the ex- 
cess profits tax upon earnings which are not 
within the Congressional definition of excess 
profits. This matter of Congressional intent 
is considered more fully in the next section 
which deals with subsection 722 (b) (5). 


Is Section 722 (b) (5) Meaningless? 


It would appear that the Bureau is justified 
in taking the position that Section 722 (b) (5) 
is not a catch-all provision placed in the 
statute to qualify events or circumstances 
which are excluded by the conditions or 
limitations of the other sections of subsection 


Section 722 Bulletin 


(b). However, it is believed that subsection 
(b) (5) deserves more than the negativistic 
treatment accorded it in the Bulletin and 
the following comments are made in the hope 
that they will at least provoke helpful dis- 
cussion. 


Both the House and Senate Committee 
reports incorporate the statement that “cor- 
porations which do not meet the strict eligi- 
bility requirements set forth in this section 
are not debarred from relief if their case is 
within the spirit of the statute and if its 
application would not be inconsistent with 
its principles and conditions and limitations.” 


Spirit of the Statute 


First, as to the spirit of the statute, the ex- 
cess profits tax law was designed to capture 
war profits, but it obviously has a some- 
what wider scope. For revenue, administra- 
tive, equitable, and possibly other reasons, 
war profits were not defined only as the 
excess profits of munitions makers but as 
excess profits of any corporation no matter 
how remotely connected with the war effort. 
In addition, because of the manner in which 
the excess profits credit is computed, it is 
apparent that Congress found it impractical 
to separate from war profits either (1) profits 
arising from normal growth of either a tax- 
payer or its industry occurring after Decem- 
ber 31, 1939, or (2) additional profits arising 
from a change in the character of the tax- 
payer’s business after December 31, 1939 
even though such change was not occasioned 
by the war. 


Although war profits were thus broadly 
defined there are many indications in the 
statute that Congress, in effect, leaned over 
backwards to avoid taxing normal earnings 
at excess profits tax rates. Such statutory 
indications that it was the policy of Congress 
to reconcile doubts in favor of the taxpayers 
are the following: 


1. Provision of alternative credits whereby 
the principle is “recognized that excess profits 
represent earnings over and above normal 
earnings of a corporation, but not below a 
certain stated return on invested capital.” 


2. Elimination of abnormal deductions 
from base period income without correspond- 
ing provisions requiring elimination of ab- 
normal income in base period years. 

3. Recognition of growth, by means of the 
growth formula, without requiring declining 
corporations to use a “decline formula.” 

4. Automatic adjustment, under the deficit 
or 75% rules, for an unusually low year in 
the base period regardless of the cause of 
the low earnings. 
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period years do not reflect any abnormal war 
influence, but that in a few cases a taxpayer 
may be disqualified for relief because the 
change made had only a war use and could 
not develop normal earning power. 


The Growth Formula and 
Deficit or 75% Rules 


It may well be questioned whether Con- 
gress intended that either of these automatic 
relief provisions should apply under Section 
722, since it provided that the constructive 
average base period net income shall be used 
“in lieu of the average base period net income 
otherwise determined under this subchapter.” 
However, it is clear that if excessive and 
discriminatory taxation is to be avoided 
these provisions should receive recognition 
in connection with the relief provisions. And 
here again the Bureau, because of its con- 
cept of normal earnings, adopts a different 
rule for taxpayers seeking relief than for 
those who do not find it necessary to seek 
relief. Briefly stated, the Bureau policy is 
that the growth formula may be used “in a 
proper case”’—that is, where the taxpayer 
shows “true growth”’—and that the deficit 
or 75% rules may not be used in any case. 
It is contended, however, that if Section 722 
is to prevent excessive and discriminatory 
taxation the growth formula and the deficit 
or 75% rules must be given wider effect than 
is proposed in the Bulletin. 


In setting up the growth formula Congress 
provided for but a single measure of growth 
—earnings. There is no apparent reason why 
the relief provisions require a different meas- 
ure, such as that of “true growth.” It is 
contended that if the reconstruction of the 
fair and just amount representing normal 
earnings is made within all the safeguards 
contained in the Bulletin, and earnings in 
the last half of the base period are, in this 
manner, determined to be higher than earn- 
ings of the first half of the base period, the 
taxpayer should be permitted to use the 
growth formula in its relief claim. The ex- 
ception here taken is of limited significance, 
however, because in most cases where a tax- 
payer’s earnings are growing, the company 
will ordinarily exhibit the other characteris- 
tics of growth. 


The unqualified prohibition of the use of 
the deficit or 75% rules is even more objec- 
tionable if the purpose of the relief provisions 
is to prevent excessive and discriminatory 
taxation. Again it is contended that if the 
taxpayer’s reconstructed earnings would 
leave it in such a position that benefit would 
be derived from the application of these rules, 


such a taxpayer should be entitled to apply 
them in its relief claim. For example, an 
industry may follow the ups and downs of 
general business but suffer a much wider 
amplitude of fluctuation than business in 
general with the result that the decline in 
business in 1938 caused very low profits or 


operating losses. The members of such an 
industry, generally, would receive the benefit 
of these provisions. But if one of the mem- 
bers of such an industry was entitled to relief 
because of some abnormal event or condition 
or because of a change in the character of 
its business, it would be denied the benefits 
of such rules even though its reconstructed 
income would almost necessarily follow the 
fluctuations of its industry. Such a result is 
clearly without justification. 


Change in the Character of 
the Business 


It is believed that the position of the 
Bureau as to qualifying changes in product 
Or service is unduly restrictive. While the 
various tests proposed in the Bulletin may 
have some bearing on the matter, the really 
fundamental question is whether by making 
some change in its products or services the 
taxpayer has substantially increased its earn- 
ing power. If the earning power of the 
business has been increased greatly and such 
increased earning power is not fully reflected 
during the base period, then the taxpayer 
should receive relief under subsection 722 
(b) (4) regardless of how slight or how 
significant the change in the product or 
service. That this contention is valid is 
indicated by the examples contained in the 
Committee reports which in each instance 
consider the change in terms of its effects 
upon earnings. The concluding statement of 
this portion of the Committee report—‘“In all 
of the above cases the changes were so sub- 
stantial as to warrant the conclusion that ‘a 
change in the character of the business’ has 
occurred”—is not considered to controvert 
the foregoing conclusion because each ex- 
ample given refers to a substantial change 
in earnings. 


By this proposed test the ordinary and 
usual changes that all businesses make in 
the normal routine of operations would be 
excluded because such changes do not have 
a substantial effect upon earnings. On the 
other hand, a minor change in the product 
or service which greatly enhances earning 
power would not be excluded by this test, 
whereas it almost certainly would be ex- 
cluded by the tests proposed in the Bulletin. 
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Thus, if so minor a change as packaging 
of a product greatly increased its saleability 
and substantially increased the earning power 
of the manufacturer of the product, he should 
be entitled to relief under this section. And 
if a brewery adds to its regular line of light 
beer, a line of dark beer or ale and thereby 
substantially increases its earning power it, too, 
is entitled to relief regardless of the simi- 
larity of the products. 

Certainly the burden of proving the con- 
nection between such so-called. minor changes 
and the increased earnings should be heavily 
imposed upon the taxpayer, but just as cer- 
tainly a taxpayer should not be denied relief 
because of the artificiality of a test not re- 
lated to the effect of the change upon 
earnings. 

The observations made in reference to 
changes in products and services, and the 
earning-power test here proposed, should 
also apply with equal force to changes in the 
operation or management of the business. 
For example, a company may regularly have 
used radio advertising but during the base 
period it engaged a radio show which caught 
the public fancy and which greatly increased 
its sales and consequently its earning power. 
Although such a change may not represent 
any substantial change of operating or man- 
agement policy it did have a substantial effect 
upon earnings and the taxpayer should be 
eligible for relief. The same conclusion 
should be reached in respect of a drug com- 
pany which for many years manufactured 
vitamin pills which were dispensed mainly 
under doctor’s prescription, if during the 
base period it had improved the appearance 
of such pills and their packages and directed 
their sales effort to the ultimate consumer, 
convincing him that such pills could be 
taken without prescription. 

While the use of this proposed earning- 
power test may have the effect of increasing 
the number of applications for relief filed or 
the number of cases in which relief is 
granted, such result is desirable if it will 
assist in avoiding the imposition of the ex- 
cess profits tax upon earnings which are not 
within the Congressional definition of excess 
profits. This matter of Congressional intent 
is considered more fully in the next section 
which deals with subsection 722 (b) (5). 


Is Section 722 (b) (5) Meaningless? 


It would appear that the Bureau is justified 
in taking the position that Section 722 (b) (5) 
is not a catch-all provision placed in the 
statute to qualify events or circumstances 
which are excluded by the conditions or 
limitations of the other sections of subsection 
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(b). However, it is believed that subsection 
(b) (5) deserves more than the negativistic 
treatment accorded it in the Bulletin and 
the following comments are made in the hope 
that they will at least provoke helpful dis- 
cussion. 


Both the House and Senate Committee 
reports incorporate the statement that “cor- 
porations which do not meet the strict eligi- 
bility requirements set forth in this section 
are not debarred from relief if their case is 
within the spirit of the statute and if its 
application would not be inconsistent with 
its principles and conditions and limitations.” 


Spirit of the Statute 


First, as to the spirit of the statute, the ex- 
cess profits tax law was designed to capture 
war profits, but it obviously has a some- 
what wider scope. For revenue, administra- 
tive, equitable, and possibly other reasons, 
war profits were not defined only as the 
excess profits of munitions makers but as 
excess profits of any corporation no matter 
how remotely connected with the war effort. 
In addition, because of the manner in which 
the excess profits credit is computed, it is 
apparent that Congress found it impractical 
to separate from war profits either (1) profits 
arising from normal growth of either a tax- 
payer or its industry occurring after Decem- 
ber 31, 1939, or (2) additional profits arising 
from a change in the character of the tax- 
payer’s business after December 31, 1939 
even though such change was not occasioned 
by the war. 


Although war profits were thus broadly 
defined there are many indications in the 
statute that Congress, in effect, leaned over 
backwards to avoid taxing normal earnings 
at excess profits tax rates. Such statutory 
indications that it was the policy of Congress 
to reconcile doubts in favor of the taxpayers 
are the following: 


1. Provision of alternative credits whereby 
the principle is “recognized that excess profits 
represent earnings over and above normal 
earnings of a corporation, but not below a 
certain stated return on invested capital.” 


2. Elimination of abnormal deductions 
from base period income without correspond- 
ing provisions requiring elimination of ab- 
normal income in base period years. 

3. Recognition of growth, by means of the 
growth formula, without requiring declining 
corporations to use a “decline formula.” 

4. Automatic adjustment, under the deficit 
or 75% rules, for an unusually low year in 


the base period regardless of the cause of 
the low earnings. 
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5. Elimination of abnormal income in the 
excess profits tax years, despite the fact that 
similar adjustment is not required of the 
base period income. 


6. The relief provisions, which may be re- 
garded as the final effort to avoid excessive 
taxation, recognized to be necessary because 
even with automatic relief provisions the 
statute may operate inequitably. 

With the qualifications previously men- 
tioned the spirit of the statute may be said 
to be, “Tax excess profits heavily but first 
be doubly stire they are, in fact, excess 
profits.” 

It now remains to consider the principles, 
conditions and limitations of subsection 722 
(b) in light of the fact that Section 722 as 
a whole is the final bulwark against the im- 
position of an excessive tax. 

In the opinion of the authors there are 
two fundamental principles underlying the 
provisions of subsections (b)(1)-(4), inclu- 
sive, which principles, together with the spe- 
cific tests and conditions and limitations 
applicable thereto, are outlined briefly below. 


Principle I— 


A Taxpayer Shall Be Entitled to Relief if its 
Earnings During the Base Period Were De- 
pressed. 


Specific Tests 


1. Such depression may have occurred as 
a result of abnormal events or circum- 
stances 
a. Of a physical character—(b) (1) 

b. Of an economic character—(b) (2) 


Conditions and Limitations 


1. The abnormal event or circumstance 
must be unusual in the sense that it 
a. Must have a substantial effect upon 

earnings. 

b. Must not occur so frequently as to 
be normal to the taxpayer’s business. 

2. The abnormal event or circumstance 
must be temporary in the sense that it 
does not result from or cause a per- 
manent decline of the taxpayer or its 
industry. 

3. The abnormal event or circumstance 
must be reflected in the earnings of 
the base period. 

2. Such depression may have occurred as 
a result of normal conditions—(b) (3) 
a. Because of a variant profits cycle 
b. Because of sporadic periods of profits 


Conditions and Limitations 


1. The normal condition causing depres- 
sion must be common to the industry 
of which the taxpayer is a member. 
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2. The normal conditions of the industry 
must have caused the base period to 
be a period of low earnings. 


Principle II— 


A Taxpayer Shall Be Entitled to Relief if its 
Earnings During the Base Period Are not a 
Proper Measure of the Earning Power of the 
Business as Constituted, Actually or Construc- 
tively, at December 31, 1939. 


Specific Test 


1. The taxpayer has changed the character 
of its business—(b) (4) 


Conditions and Limitations 


1.Only changes having a substantial 
effect upon earnings will be considered 
as effecting a change in the character 
of the business. 

2. Such change must not be fully re- 
flected in the base period so that the 
entire base period does not reflect the 
earnings of the business so changed. 

3. If the full level of normal earnings 
has not been reached by the end of 
the base period the change shall be 
considered to have been made two 
years earlier. 

4. Changes in capacity made after the 
end of the base period may be taken 
into account if they are the consum- 
mation of a course of action to which 
the taxpayer was committed prior to 
December 31, 1939. 


The question now to be considered is 
whether there are not rather common busi- 
ness events or conditions which do not meet 
the specific tests outlined above, but which 
do fall within the principles underlying such 
tests and which are consistent with the con- 
ditions and limitations circumscribing them. 
Before considering a few factors which are 
believed to fall within this class, two gen- 
eral observations might be made: 


1. The second principle, and the specific 
test in connection therewith, is defined so 
broadly under subsection (b) (4) that it is 
difficult to conceive of other factors, consist- 
ent with this principle, which would not fall 
within the scope of (b) (4) as presently 
constituted. 


2. The conditions and limitations placed 


upon the second test under the first principle 
are so exacting that it is difficult to con- 
ceive of any other factor which could be 
consistent with the first principle and with 
these conditions and limitations and not fall 
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squarely within the provisions of subsection 


(b) (3). 


It is concluded, therefore, that the “other 
factors” referred. to in (b) (5) must be con- 
sistent with the first principle and the con- 
ditions and limitations of the first test without 
actually meeting the requirements of that 
test. In other words, the factor must have 
caused a substantial depression of base period 
earnings but not be a factor of “physical” 
or “economic” character as such words are 
ordinarily construed. 


Subject to the conditions and limitations 
circumscribing the first test under the first 
principle, as outlined above, the following 
“factors” are believed to be examples of 
ones which should qualify under subsection 


(b) (5): 


1. Errors of judgment on the part of 
management, providing it is demonstrated 
that recovery from such errors was made 
without intervention of the war. 


2. Changes in operating methods or make- 
up of products which adversely affect the 
taxpayer’s earnings, provided such changes 
did not permanently depress the taxpayer. 


3. Loss of key personnel, through sick- 
ness or death, provided that the business is 
not permanently depressed as a result of 
such loss. 


An application for relief founded upon one 
of the foregoing “factors” would be consist- 
ent with the first principle stated above, and 
with the conditions and limitations applicable 
thereto, but would not meet the specific tests 
provided in the statute under subsection 
(b) (1) or (b) (2). It is believed that such 
applications should be considered under sub- 
section (b) (5). 


Conclusion 


An effort has been made in the foregoing 
discussion to select the few fundamental con- 
cepts of wide application wherein it is be- 
lieved that the Bureau’s interpretation will 
not do full justice to the legislative intent 
in enacting the relief provisions. Our pur- 
pose will have been well served if the com- 
ments made stimulate further discussion of 
these principles so that when they are crys- 
tallized in formal rulings or regulations they 
will reflect, to the greatest possible degree, 
the legislative intent. [The End] 


Mr. Maloney, a member of the Illinois Bar and a C. P. A,, is partner in 


charge of the tax department in the Chicago office of a national firm of 
accountants. Mr. Wood, a C. P. A., is a member of the tax department of the 


same firm. 


FINANCING WAR EFFORT OF THE UNITED KINGDOM 


—— taxes on personal incomes in the United Kingdom have risen to 10s. in the £ 

from the 1938-39 rate of 5s.6d in the £ according to the White Paper entitled “Statistics 
Relating to the War Effort of the United Kingdom”, just released by that government. The 
exemption limit was reduced from £120 to £110, the personal limit for a married man was 
reduced from £170 to £140 and that for a single person from £100 to £80. 


The effect of these changes and of increased earnings has been to increase the number 
of taxpayers from 4 millions in 1938-39 to 13 millions in 1943-44 and to increase the income 


tax payable by them from £336 million to £1,183 million. 


Before the war less than one 


million manual wage earners were liable to income tax and they paid £3 million; in 1943-44 
the number had increased to 7 millions and they paid £200 million. 


The rates of surtax on incomes has also been increased, for example a person with an 
earned income of £10,000 a year now pays more than two-thirds income in taxes. 
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6 Dien family partnership is indigenous to 
America. Behind it lie deep sociologi- 
cal concepts. As in few other countries, the 
emphasis in American life has been upon 
the family. The woman’s position in the 
home has been exalted to one of equality 
and importance not universally enjoyed. 
This has resulted in her unfettered partici- 
pation in the social and economic life of the 
country. Moreover, the fact that there are 
no fixed rules of descent in favor of any 
child in the family as:heir, by reason of age 
or tradition, has prompted parents to pro- 
vide for their children on a more equitable 
basis. Here, the eldest son enjoys no spe- 
cial prerogative of inheritance. 


It is quite natural, therefore, that the 
owner of property in casting about for a 
method by which to provide security for 
his family should look first to the members 
of his immediate family circle. Inasmuch 
as the wife can freely participate in a 
business enterprise with her husband and 
because their children are not, by tradition 
or custom, discouraged from entering trade, 
their admission into partnerships with their 
parents follows in normal sequence. Add 
to these basic social considerations a no 
less impelling factor, a desire to conserve 
for the family the maximum of its resources 
through reduced taxes on the income of the 
family unit, we have a combination of al- 
most irresistible forces set in motion. 


The acquiescence of the commissioner 
published on September 11, 1944 (I. R. B. 
1944-17-11837) in Scherer v. Commissioner, 
3 TC 776 (CCH Dec. 13,914); Johnston Jr. 
v. Commissioner, 3 TC 799 (CCH Dec. 
13,915): Zukaitis v. Commissioner, 3 TC 814 
(CCH Dec. 13,916) all decided by the Tax 
Court on May 10, 1944; and Smith Jr. v. 
Commissioner, 3 TC 894 (CCH Dec. 13,930) 
decided by the Tax Court on May 18, 1944 
and acquiesced in by the Commissioner on 
October 11, 1944 (I. R. B. 1944-19-11853), 
invites discussion of the implications of the 
commissioner’s action as it pertains to fam- 
ily partnerships. 
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Defining the legal principles of family partnerships 


THE FAMILY PARTNERSHIP 


By EDWARD N. POLISHER 


The decisions in these four cases were 
handed down by the Tax Court while the 
controversy over family partnerships was 
at its height among the members of that 


court. It will be recalled that a discon- 
certing condition existed at that time. On 
May 8, 1944, several days prior to these 
decisions, the Tax Court handed down its 
opinions in Lowry, 3 TC 730 (CCH Dec. 
13,905) and Lorenz, 3 TC 746 (CCH Dec. 
13,906) in which it rejected the family part- 
nerships for income tax purposes. A strong 
dissent was filed by at least six members 
of the court in the former case and by five 
in the latter. Two days later, on May 10, 
1944, a majority of the Tax Court decided 
three of the cases now acquiesced in by the 
commissioner in which the family partner- 
ships were recognized. Five members of 
the Tax Court dissented in the Scherer case, 
three in the Johnston case and two in the 
Zukaitis case. These latter had been among 
the majority of the Tax Court in the earlier 
cases rejecting the family partnership. Such 
a situation created an unsettled condition as 
to the state of the law applicable to family 
partnerships so that professional advice 
could not be given with any degree of 
soundness or reliability. It also threatened 
to undermine the public confidence in the 
Tax Court itself at a time when its prestige 
was expanding and the finality of its deci- 
sions in certain respects had been so 
strengthened by the opinion of the Supreme 
Court in Dobson v. Commissioner, 320 VU. S. 
489 (December 20, 1943). 


An examination of the four cases in 
which the Commissioner now acquiesces de- 
limits and defines the legal principles in 
respect of family partnerships. In Scherer 
v. Commissioner, supra, the husband, the 
inventor of a patented gelatine capsule, de- 
veloped his business into an extremely prof- 
itable one. He transferred to his wife 
individually and as trustee for the benefit 
of three of their children specific interests 
in the business and the patent itself. (Later, 
an interest was given to an afterborn fourth 
child.) An agreement was then entered 
into between Scherer and his wife in her 
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capacity as an individual and as trustee for 
the children by which they became partners 
sharing the profits according to their re- 
spective capital interests. Scherer, however, 
retained exclusive management of the busi- 
ness affairs for which he was to receive a 
compensation of 25% of the net profits 
which was to be deducted before determin- 
ing the distributive share of the profits for 
each of the parties to the agreement. 
Scherer also determined the amount of the 
earnings which was actually distributed to 
each party annually and the amounts which 
were to be retained in the business. A ma- 
jority of the Tax Court, in recognizing the 
family partnership of the wife and trusts 
for the children for income tax purposes, 
reviewed the law of family partnerships and 
reaffirmed several definite doctrines. 


Doctrines Reaffirmed 


1. A husband whose earnings are from 
personal services such as attorney fees, ac- 
counting fees, insurance commissions, en- 
gineering fees, may not make his wife a 
partner and have his personal service earn- 
ings taxed as partnership income: Mead v. 
Commissioner, 131 F, (2d) 323 (42-2 ustc 
9727) ; Schroder v. Commissioner, 134 F. (2d) 
346 (43-1 ustc 9337); Earp v. Jones, 131 F. 
(2d) 292 (42-2 ustc 9765); Tinkoff v. Com- 
misstoner, 120 F. (2d) 564 (41-1 ustc 9391), 
affirming Board of Tax Appeals Memoran- 
dum Opinion; Thomas M. McIntyre, 37 BTA 
812 (Dec. 10,022) ; Harry C. Fisher, 29 BTA 
1041 (Dec. 8,411) affirmed 74 F. (2d) 1014. 


2. A husband and father, engaged in a 
mercantile or manufacturing business, can 
make his wife and minor children partners 
in the business by making bona fide and 
completed gifts to his wife and/or children 
of an interest in the business assets and then 
entering into a partnership agreement with 
the wife and/or children, they contributing 
to the business as their part of the capital 
the interests which have been given to them 
by the husband and father: Millard D. Olds, 
15 BTA 560 (CCH Dec. 4895) affirmed 60 
F. (2d) 252 (3 ustc 973); Richard H. Oakley, 
24 BTA 1082 (CCH Dec. 7325); Walter W. 
Moyer, 35 BTA 1155 (CCH Dec. 9660) ; Jus- 
tin Potter, 47 BTA 607 (CCH Dec. 12,822). 
See J. D. Johnston, Jr.. 3 TC 799 (1944) and 
cases therein cited. 


3. The Tax Court refused to extend the 
doctrine of the Clifford case to render the 
income of the trust taxable to the grantor 
father because of his continued power of 
management of the business entity of which 
the trust owned a part as a result of his 
gift. 

The Family Partnership 


In Johnston Jr. v. Commissioner, supra, the 
husband was engaged with his father, sis- 
ter, and six brothers in the manufacturing 
and selling of peanut butter. He transferred 
to his wife an interest in the business. For 
this interest the wife gave her husband a 
demand note which it was contemplated 
would be paid out of her share of the profits 
in the new partnership. Immediately there- 
after the new partnership, operating the 
same kind of business as the old, was by 
written agreement entered into by the hus- 
band, father, sister, brothers and wife, and 
the wife’s interest in the old partnership was 
carried forward into the new. The assets 
of the old partnerships were likewise trans- 
ferred to the new. The books of the new 
partnership reflected the interests of the 
various parties. The husband and wife had 
authority which the wife frequently exer- 
cised to write checks against the partnership 
account and each of them had a drawing ac- 
count. The wife, however, contributed no serv- 
ices. At the end of each fiscal year the wife’s 
share of the earnings was credited to her on 
the books of the partnership. 


Wife a Valid, Bona Fide Partner 


The Tax Court sustained for income tax 
purposes the interest of the wife as a valid 
and bona fide partner. In the course of its 
opinion the Tax Court: 


1. Commented significantly upon the fact 
that the other members of the partnership 
consented to the wife becoming a member 
of it. 


2. Stated that where the wife owned a 
capital interest in the partnership it was 
immaterial that she contributed no services 
to the firm. 


In Zukaitis v. Commissioner, supra, the 
husband was engaged in the distribution of 
beer and wine. Prior to her marriage, the 
wife worked for him. After their marriage 
the wife continued actively to participate in 
the management of the business. Several 
years later the husband by written agree- 
ment acknowledging her invaluable services 
to the development of the business trans- 
ferred as a gift to his wife a one-half inter- 
est in the business. The law of the State 
of Michigan, of which they were residents, 
prohibited a wife from being a partner with 
her husband. 


The Tax Court sustained the partnership 
between the husband and wife for income 


tax purposes. It held that while under the 
Michigan law the wife could not be held 
liable upon the contracts of a partnership 
in which she and her husband were part- 
ners, the wife was not deprived of her right 
to a division of the profits from a business 
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which she and her husband operated as a 
partnership. She was not relieved of the 
obligation to report her share of the income 
from the business in her individual income 
tax return. 


In Smith v. Commissioner, supra, the hus- 
band made his wife a gift of an undivided 
one-half interest in the lumber manufactur- 
ing business which he had been carrying on 
up until that time as a sole proprietorship. 
The commissioner argued, among other 
things, that when the husband executed the 
deed of gift to his wife he knew that all 
the property covered thereby was to stay in 
the business, and, further, that the deed of 
gift was not recorded. 


In sustaining the partnership between 
husband and wife thus created, the Tax 
Court pointed out that even if the husband 
had such knowledge that the property given 
to his wife was to remain in the business, 
it was not material so long as there was 
no evidence to show that any understanding 
existed between the taxpayer and his wife 
that she would permit the property to con- 
tinue in the business or that the gift had 
any such condition attached to it. In the 
absence of such an understanding, there was 
a complete, bona fide gift even though the 
husband had reason to believe that his wife 
would allow the property which he gave 
her to remain in the business. The hus- 
band’s expectation and belief, though well 
founded, are not alone sufficient to invali- 
date the gift. As to the recording of the 
deed of gift, the Tax Court held, under the 
authorities quoted in the opinion, that this 
was a fact of no impostance. 


Acquiescence Not Official Approval 


A word of caution to the prudent should 
prove salutary. The acquiescence of the 
commissioner in these cases does not place 
the stamp of official approval upon all fam- 
ily partnerships. Such transactions will be 
subjected to close scrutiny by the commis- 
sioner and the Tax Court. They will either 
be recognized or be disregarded for income 
tax purposes depending upon the facts and 
circumstances of each case. The Tax Court 
has a strong weapon in its powers as a fact 
finder under Dobson v. Commissioner to re- 
ject patent tax avoidances. In arriving at 
its conclusions, it will determine, among 
other factors, (1) whether there was a bona 
fide gift of a capital interest in the partner- 
ship by the husband to the wife and children 
and, (2) whether he completely divested 
himself of that interest so that the donees 
could exercise an independent control over 
it. In this respect, the grantor’s continued 
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power of management of the partnership 
business as trustee for his donees, of itself, 
will not vitiate the family partnership. 


If the Tax Court concludes and finds as a 
fact a negative answer to either of these 
queries, the family partnership will be dis- 
regarded. Thereupon the entire income 
will be attributed to the original donor- 
owner of the partnership interest and will 
be held taxable to him. If the answer to 
both questions is found to be in the affirma- 
tive, the income of the partnership interests 
will be taxed to the respective owners ac- 
cording to the decisions. 


The Legal Principles Acquiesced 


From these cases in which the commis- 
sioner has acquiesced, the following legal 
principles derive in respect of family part- 
nerships for income tax purposes: 


1. Where the business is of a personal 


service type, the family partnership will not 
be recognized. 


2. In a mercantile and manufacturing 
business in which capital is an income pro- 
ducing factor, the family partnership will be 
upheld even though the partnership interest 
is the result of a gift to the wife and chil- 
dren provided the gift was bona fide and 
the donor did not retain dominion or con- 
trol over the interest given away. 


3. The fact that the grantor acts as trus- 
tee and is also a partner in his individual 
capacity does not impair the bona fides of 
an otherwise completed gift. 


4. Nor does the grantor-trustee’s retained 
power of management of the business en- 
tity render the trust income taxable to him. 


5. In a family partnership between hus- 
band and wife where the latter owns a capi- 
tal interest in the partnership, it is immate- 
rial that she contributes no services. 


6. The family partnership between hus- 
band and wife will be respected for income 
tax purposes if it satisfies these specifica- 
tions even though the state of which the 
parties are residents does not recognize 
partnerships between them. 


7. The mere circumstance that the hus- 
band knew, when he gave the interest in the 
business to his wife, that she would permit 
the assets to remain in the business is not 
material if in fact there was no understand- 
ing between the husband and wife which 
put her under any constraint to use the do- 
nated property in this manner. 


8. The failure to file in an office for public 
record the evidence of the gift in those 
states where the same is required = not 
invalidate the gift. 
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The Income Tax Prospects for 
Family Partnerships 


These, then, are the applicable principles 
of law. But what of the Bureau of Internal 
Revenue? 


Coming events often cast their shadows 
before them. With this in mind one is 
prompted to examine the prospects of fam- 
ily partnerships for income tax purposes. 
For the moment, the pyrotechnics have 
ceased; the taxation atmosphere is clear but 
the calm seems ominous. Has the issue of 
family partnership been put to rest defi- 
nitely? One wonders about the prompt and 
generous attitude of the Bureau in announc- 
ing its acquiescence in the family partner- 
nership cases which have been the subject 
of this article. 


To the writer it seems that tax practi- 
tioners ought not to be lulled into a sense of 
complete relaxation. We should examine 
the legal bulwarks surrounding family 
partnerships to ascertain the assailable 
points, if any, in the defenses. Upon such 
an inspection, we find that there still re- 
main extant the decisions of the Sunreme 
Court in Lucas v. Earl, 281 U. S. 111; Burnet 
v. Leininger, 285 U. S. 136 (1932); and 
Helvering v. Eubank, 311 U. S. 122 (1940) 
which established the principle ,that the 
income of a business depending upon the 
past, present or future services of the 
taxpayer will be attributed to him despite 
an attempted assignment thereof. Will the 
Bureau now begin to analyze the income of 
family partnerships in order to determine 
the extent of the profits thereof which are 
attributable to capital invested and which at- 
tributable to the services of the parties 
thereto? Attempted assignments of income 
resulting from the services of one member 
of the partnership rendered another member 
will then be disregarded. The income ascrib- 
able to the services of the assignor will be 
taxed to him. If so, we shall become em- 
broiled again in a never ending controversy 
between the Bureau and the taxpayer under 
which the commissioner would exercise his 
prerogative to allocate the income in order 
to clearly reflect that attributable to the 


services of each of the partners and the 
capital invested in the family partnership. 


Bureau’s Probable Position 


From an authoritative but unofficial source 
close to the Bureau of Internal Revenue, 
we learn that this is the position which the 
Bureau is likely to assume in respect of 
family partnerships. Once the bona fides 
of the partnership is established, the process 
of “income allocation to capital and the 
services of the partners” in relation to their 
being income producing factors will be in- 
voked and pursued. 


The Tax Court in Max German, 2 TC 474 
(1943) (CCH Dec. 13,378), acquiescence 
1943 CB 9, has already indicated its readi- . 
ness to join the Bureau in such evaluation 
of the profits of a business enterprise in or- 
der to determine the extent to which the 
capital invested and the services rendered 
by the partners are productive of its income. 
In that case, despite the failure of the record 
to contain the facts and figures from which 
the capital contribution of the wife or the 
profits allocable to her could be computed 
with any exactness, the Tax Court, never- 
theless, undertook to and did apportion the 
income 25% to the wife and 75% to the 
husband. 


It seems to us that if this is to be the estab- 
lished procedure of the Tax Court, it will be 
adding a flood of tax litigation to the al- 
ready swollen waters. It will tend to serve 
as an unsettling potion and will cause many 
such issues to remain unresolved in the 
stages of negotiations between the taxpaver 
and Bureau prior to invoking the jurisdic- 
tion of the Tax Court. 


Of course, the German case has not been 
used thus far as the spearhead to muddy the 
now quiet waters of the family partner- 
ships. Were the Bureau to attempt it, it 
would require the firm establishment of this 
procedure by the decisions of the Tax Court 
as well as the several Circuit Courts of 
Appeals and, perhaps, the Supreme Court, 
when this issue ultimately came before 
them. Until then, maybe we are indulging 
in fancied flights into the future. 


[The End] 


Edward N. Polisher, Esquire, is a member of the Philadelphia bar 
and author of Estate Planning and Estate Tax Saving. During 
the 1943-44 Institute of Federal Taxation at the University of 
New York he lectured on taxes and he is also a special lecturer at 
the Dickinson Law School on estate, gift and inheritance taxes. 
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The President—“It does not seem to me 
wholly sound to enact a tax law and then 
defer the taxes year after year,” said the 
President as he signed the bill freezing the 
social security taxes at 1% for the year 1945. 

Under the provision of the social security 
act the tax would have automatically in- 
creased to 2% for the year 1945 on employ- 
ers and employees alike and the Treasury 
advocated this increase as it seemed to it that 
the most propitious time to collect extra 
taxes is when wages are high, but Senator 
Vandenberg and others disagreed, holding 
that there were sufficient reserves in the 
social security fund to more than offset any 
benefits claims against it for many years to 
come. (TAxEs—The Tax Magazine—Decem- 
ber.) “The public,” says the President, “will 
understand that as a nation we are committed 
to social security and undoubtedly increase 
and not decrease its benefits.” That there 
may be more understanding of the social 
security system, Senator Vandenberg has 
asked for a study and investigation of the 
social security taxes by the joint internal 
revenue committee aided by experts. This 


committee will make a report by October 1, 
1945. 


The Old Congress—The Senate ratified 
the French treaty for the avoidance of double 
taxation. The convention and protocol be- 
tween France and the United States was 
signed at Paris in the year 1939, just a few 
months before the outbreak of the present 
war and it was favorably reported to the 
Senate by the Committee on Foreign Rela- 
tions in May of 1940. It provides for the 
avoidance of double taxation and the estab- 
lishment of rules of reciprocal administrative 
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assistance in the case of income and other 
taxes. Mr. Mitchell Carroll of New York 
will review this document in the next 
issue. 


The New Congress.—Not transition 
legislation, but effective post-war legis- 
lation is the primary problem facing the 
new Congress meeting January 3, 1945, 
The War Contracts Subcommittee of the 
Senate Military Affairs Committee, 
headed by Senator Murray points out the 
inadequacies of the legislation on the 
books and urges that careful considera- 
tion be given: veterans’ benefits, tax re- 
vision, post-war airports, labor relations, 
wages, prices, monopolies and cartels. 


The responsibility of the incoming 
Congress is the greatest ever facing that 
body in the history of the country as the 

economic future of returning soldiers, small 
business, large business, labor and our allies 
hangs like the sword of Damocles from the 
ceiling of Congress. 


The first few days of the new session will 
see thousands of bills introduced which died 
upon the adjournment of the 78th. Import- 
ant bills sure to be revived are those dealing 
with fair employment practices, state control 
of insurance, civil aeronautics, rivers and 
harbors, and bills to improve credit facilities 
for farmers. 


The Supreme Court can be credited with 
the stimuli for the civil aeronautics and the 
insurance companies legislation as_ their 
much criticized decisions augured retributory 
legislative action. 


The action of the state of Minnesota in 
assessing property taxes on property of the 
Northwest Airlines already taxed in other 
states sustained by the Supreme Court’s de- 
cision caused the 78th Congress to pass P. L. 
416 directing the Civil Aeronautics Board 
to consult with the appropriate authorities 
of the several states regarding avoiding as 
far as possible the double taxation of persons 
and their employes engaged in air commerce. 
This report will be ready for the new Con- 
gress sometime in February. Whether it 
will be separate legislation or an appendage 
of a revenue act is a matter of conjecture at 
this time. 


Although the states have regulated insur- 
ance companies for 90 years and the Sherman 
Act has been in effect for 50 years, no federal 
agency had sought to apply to insurance 
companies the federal anti-trust laws until 
the action instituted by the Justice depart- 
ment in the matter of the South-Eastern 
Underwriters Association. The tax problem 
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in this matter that has worried some tax 
oficials of insurance companies is: Have 
the taxes paid by the insurance companies 
to the states all these past years been taxes 
illegally collected by the states and therefore 
nondeductible taxes on the insurance com- 
panies’ federal tax returns? H. R. 3270 was 
designed to preserve the states rights to 
regulate insurance companies but it failed of 
enactment. 


Tax ideas that may be revived are those 
taxing the gain on the sales of real property 
in such a manner as to discourage the buying 
rush for farms and check inflationary conse- 
quences. (S. 1584.) 


The Treasury—Secretary Morgenthau an- 
nounced several organizational changes af- 
fecting the Department’s administration of 
internal revenue, tax, and foreign funds con- 
trol matters. 


Operations of the Bureau of Internal Rev- 
enue are brought under the general super- 
vision of Joseph J. O’Connell, Jr., General 
Counsel. The Bureau has been operating 
under the supervision of Assistant Secretary 
John L. Sullivan, who recently resigned to 
return to private practice of law. The Gen- 
eral Counsel will be the legislative represent- 
ative for the Treasury Department in all 
matters, including tax matters. The Tax 
Legislative Counsel Robert W. Wales 
(TAxES—The Tax Magazine for December, 
1944) will be responsible to the General 
Counsel. 

Roy Blough has been appointed Assistant 
to the Secretary (TAxEs—The Tax Magazine, 
September 1944), Mr. Blough will advise 
the Secretary of the Treasury on tax policy 
matters and will continue to work with Con- 
gressional committees concerned in the 
preparation of tax bills. He will continue 
to direct the Division of Tax Research. 


Other Assistant Secretaries recently ap- 
pointed are, Ansel F. Luxford and Josiah E. 


DuBois, Jr. Both have been serving as 
Assistant General Counsels of the Treasury 
Department, and prior to then both had 
served as Chief Counsel of Foreign Funds 
Control. 

Mr. Luxford joined the Treasury Depart- 
ment in August 1935 where he has served 
continuously, except for a period of a year 
and a half during which he was practicing 
law in St. Paul, Minnesota. Mr. Luxford 
was appointed Assistant General Counsel in 
March 1943. He was the Chief Legal Ad- 
viser to the United States Delegation at 
the United Nations Monetary and Financial 
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Conference at Bretton Woods, N. H., in 
July 1944. 


Mr. DuBois joined the Treasury in Janu- 
ary 1936. He has also served continuously 
except for a period of over two years when 
he was engaged in the practice of law in 
Camden, N. J. Mr. DuBois was named as 
Assistant General Counsel in July 1944. Mr. 
DuBois is also General Counsel of the War 
Refugee Board, to which position he was 
appointed shortly after the formation of the 
Board. 


Mr. Luxford is from Council Bluffs, Iowa, 
graduated from Catholic University, Wash- 
ington, with the degrees of B.S. and LL.B. 
He resides at 3907 Huntington St., NW. He 
is married and has two children. Mr. DuBois, 
who is from Woodbury, N. J., graduated 
from the University of Pennsylvania with 
the degrees of A. B. and LL.B. He lives 
at 9400 Saybrook Ave., Silver Spring, Md. 
He is married and has two children. 


The Commissioner—Joseph D. Nunan, Jr., 
Commissioner of Internal Revenue, reminded 
individual income taxpayers that Congress 
has changed from December 15, 1944, to 
January 15, 1945, the final date for filing 
Declarations of Estimated Income Tax, 
either original (as in the case of farmers), or 
amended, and paying of installments of esti- 
mated tax for the calendar year 1944. 

Among the taxpayers affected by this 
change in dates are: farmers who exercised 
their right to defer filing declarations last 
April 15; others who have already filed 1944 
declarations but desire to change their esti- 
mates by filing amended declarations; all 
persons who owe the final installment of 1944 
estimated tax. 

If a taxpayer who would otherwise be 
required to file an original or amended Dec- 
laration of Estimated Tax by January 15, 
1945, files his annual income tax return for 
1944 (on Form 1040) and pays all tax due 
by January 15, his return will serve as both 
a return and declaration and he need not 
file the 1944 declaration. 


Also, if a taxpayer files his final 1944 re- 
turn (on Form 1040) and pays the tax due 
on it by January 15, he need not pay the 
final installment which otherwise would be 
due on his estimated tax. 

A bill from the Collector for the final 
installment of 1944 estimated tax may be 
ignored by a taxpayer who files his annual 
return (on Form 1040) and pays the tax due 
on it by January 15. 


[Continued on page 67] 
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Humor in the conflict and incongruity 
of some Social Security rulings 


( UR state unemployment insurance laws 

have tended to reduce the number of 
unemployed by giving employment to count- 
less lawyers, accountants, and sundry ex- 
perts of one type or another. These laws 
are frequently complicated but, reduced to 
their essence, they aim to provide “benefits” 
that are payable to ex-employees of employ- 
ers in covered industries. The term “cov- 
ered industries” excludes certain fields of 
human activity, however, such as agricul- 
tural labor. 


Here is the first stumbling block: what 
is “agricultural labor”? This may not be 
sO axiomatic a phrase as it appears. It took 
a ruling of the Chief Counsel of the New 
Jersey Unemployment Compensation Com- 
mission (9/21/38) to establish that the rais- 
ing and tending of goldfish are not to be 
regarded as agricultural services. The 
Internal Revenue Bulletin of September 29th, 
1941 advises us that “services in breeding, 
raising, and caring for dogs (are) not agri- 
cultural labor.” (1941-39-10834, Em. T. 421.) 


Generally speaking, however, an ex- 
employee is entitled to benefits after a cer- 
tain length of time, which time, in. most 
states, depends on the nature of the per- 
son’s departure from his last position: was 
this separation due to voluntary leaving, 
misconduct, or involuntary causes not in- 
volving misconduct? These are important 
distinctions, because they determine the 
waiting period that must elapse before the 
manna falls from heaven. 



































In Florida, for example, a woman who 
left her job because of prospective maternity 
was not allowed benefits as being unem- 
ployed. “It is my opinion that all individ- 
uals who voluntarily quit their employment 
because of pregnancy should be considered 
as having removed themselves from the 
labor market.” It is obvious that Mister 
Burnis T. Coleman, General Counsel of 
the Florida Industrial Commission who 
rendered that opinion on October 31st, 1941, 
has never had a baby. 















A man was held ineligible for compensa- 
tion because he left his employment as a 
result of a disagreement with his employer’s 
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SOCIAL SECURITY 


By ROBERT S. HOLZMAN 


wife. (Pa. App. No. B-44-12-K-86.)  Ap- 
parently the employer is really deemed the 
boss in Pennsylvania, even if he has a wife. 


But refusal to perform services for an 
employer in violation of union rules does not 
constitute misconduct. (N. Y. Ref. Dec. 
537-317-40R.) It is obvious that the union 


is really the boss, even if the employer's 
wife is not. 


The sacred institution of marriage got an- 
other rebuff in Georgia. “When an indi- 
vidual is legitimately employed, the objection 
of his wife to his hours of work, whether 
day or night, is not good cause for his quit- 
ting work.” (Referee’s Decision #135.) 


Going back even further, it was held in 
another state that “a claimant who quits 
work for the purpose of getting married 
leaves work without good cause.” (Michi- 
gan Ref. Dec. Docket 1374.) 


But Southern chivalry still prevails in 
Alabama, and it was ruled that “Violation 
of employer’s rule forbidding marriage of 
women employees does not constitute mis- 
conduct within the meaning of the law.” 
(Commissioner’s Ruling, February 25th, 


1938.) 


In New Jersey, “employees of illegal or 
immoral enterprises are not eligible for 
benefits and no contribution should be re- 
quired or accepted on their behalf.” (Chief 
Counsel’s Opinion, March 8th, 1938.) It is 
one thing to rejoice that the illegal or im- 
moral employment has terminated; it is 
something else to recognize that unemploy- 
ment now exists. 


“Good cause” may involve personal health, 
a fact which the unemployment insurance 
commissions invariably fail to take into ac- 
count. Thus, an individual who leaves his 
work in order to escape the proceedings of 
his creditors is guilty of leaving his employ- 
ment voluntarily “without good cause.” 
(Mo. Appeals Ref. No. A. W.-25.) Yet it 
is quite conceivable that it would not have 
been healthy for him to have remained. 
And it was held that “a claimant who re- 
fused offered work which entailed returning 
to a state which he had left to evade ap- 
prehension by a law enforcement officer was 
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guilty of refusing suitable work without 
good cause.” (Fla. Dec. #AT-197.) Again 
the personal equation of safety has been 
ignored. 


But the poor working girl—that, of course, 
is different. A stenographer who quit be- 
cause the employer made the employment 
“unpleasant” was held to have had good 
cause. (Texas App. #117.) 


Another recognition of the rights of an 
individual occurred in North Carolina. 
Claimant, a colored woman, “got religion” 
while at work and began to sing and cry. 
This was held not to be misconduct con- 
nected with the claimant’s work. (Appeals 
Dec. Doc. #51.) 


One notes with approval the sustained 
right to enjoy one’s own pleasures without 
the employer’s expressed permission. An 
elevator operator in a large apartment house 
who reported for work once with a knife 
wound and, at the time of his discharge, 
with a gun wound, was held not guilty of 
such misconduct as is connected with his 
employment, since the wounds were ac- 
quired after working hours and away from 
the employer’s premises. (Texas 357-AT-40.) 


Approved employee privileges even in- 
clude the hot-foot. “Prankful act performed 
on fellow worker which consisted of placing 
lighted matches in shoes of fellow em- 
ployees” did not constitute misconduct. 
(N. Y. Ref. Dec. 5-10-40R.) 


Socking the Boss 


Fighting with one’s superior in self de- 
fense is not “misconduct in the course of 
employment.” (Tenn. App. Trib. No. 38- 
AT-11.) How the Tenn. App. Trib. decided 
that this fighting was not misconduct is 
not revealed: possibly it was a strict Marquis 
of Queensberry ruling. 


Thus, if you are angry, strike out with 
both fists, but don’t call names. A furniture 
loader who called his employer “vile and 
vulgar names” on the telephone while talk- 
ing to another employee, at a time when the 
employer happened to be listening in, was 


held guilty of misconduct. (Texas 754- 
AT-40.) 


Yet if one be “addressed in a profane 
manner by foreman after thumbling nose at 
superintendent”, there is no cause for volun- 
tarily leaving employment. (Ind. App. 
Trib. Case 38-A-66.) 

Another claimant left his employment 
because of the abusive language used by his 
employer. The claimant was deemed to 
have departed voluntarily, as “the employer 
used the same type of language toward all 


Social Security 


his employees but no other employee left 
for that reason.” (Pa. App. No. B.-44-1-D-3.) 
Apparently the others were of sterner stuff. 


Informing new co-workers that the em- 
ployer is “a bad man to work for” does not 
constitute wilful misconduct. (Conn. Com- 
missioner’s Decision No. 7-A-39.) 


Kentucky views its fighting dispassion- 
ately. Thus, “A claimant whose wife 
allegedly engaged in a fight with the wife 
of another employee and caused damage to 
the employer’s property was held not guilty 
of misconduct connected with his work. 
Claimant was not liable for his wife’s sep- 
arate tort.” (Ref. Dec. No. AD-1385.) 


Claimant did not voluntarily leave his em- 
ployment when he was prevented from 
working by a broken leg. (Pa. App. No. B.- 
44-11-E-25.) But if you want to be tech- 
nical, how could he have walked out 
voluntarily under the circumstances? 


One is not eligible for unemployment 
benefits while in jail. (Cal. Code No. 
B1151-10.) Of course some jail-birds stay 


mightily employed right there: cf. Mein 
Kampf. 


An individual fully occupied in conducting 
a political campaign is “not available for 


’ work.” (Tenn. App. Trib. Dec. No. 40-AT- 


174.) There are those who question the 
availability for work of politicians at any 
time. 


Militiamen while in summer encampment 
are totally employed. (Ala. Unemploy. 


Comp. Com. Release 7/22/38.) That sounds 
plausible. 


Taxi Driving Morally Harmful 


No benefits are permitted where claimant 
refused work as a taxi driver on the grounds 
that driving a taxi is morally harmful. (Ind. 
Case 38-A-147.) Yet a taxi driver who does 
not consider that his driving is morally 
proper does not seem to be a good risk for 
pedestrians either. 


Another Indiana taxi driver was given 
the same decision: where a driver, during 
his working hours, parks his cab and de- 
votes his evenings to dancing in a cabaret, 
he is guilty of misconduct. (Ind. Case 
40-A-361.) 

Morals also were dragged into a Massa- 
chusetts case, with similar lack of fruitage 
to the claimant. This claimant had left his 
job, giving as his reasons his belief that the 


* business was not conducted on an ethical 


basis, that there was no chance of advance- 
ment, that he was not earning enough 
money. “It is the opinion of the Appeals 
Examiner that a moral obligation that can 
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be overcome by an increase in money earned 
is not well-founded or advanced with any 
sincerity.” (Dept. of Appeals Dec. 39-A-12.) 

Two days’ absence caused by a wake and 
funeral of a sister-in-law were held not to 
be wilful misconduct. (Conn. Com. Dec. 
#338-A-38.) Unless the misconduct were 


on the part of his in-laws, who had done this 
thing just to get the claimant in trouble with 
his employer. 

In Massachusetts, “Misrepresentation of 
sex in order to get job in department where 
only men were hired” constitutes miscon- 
In fact, it might 


duct. (Dec. No. 6023.) 


to put them into an article. 
Security.” 





N ANY CORPORATIONS are in doubt 
* as to the refunds they are entitled to 
under the excess profits tax relief section 722 
of the Internal Revenue Code, particularly 
with regard to the cyclical provisions of the 
section, according to a study of these pro- 
visions by Professor Joseph L. Snider, issued 
by the Harvard Business School. 

The Harvard study attempts to clarify 
the cyclical provisions of the law by offering 
conclusions on the following questions: 
What are cyclical fluctuations? How measure 
the general profits cycle? What was the 
condition of business in general during the 
1936-1939 base period? How determine 
when a taxpayer’s profits cycle differs ma- 
terially in length and amplitude from the 
general cycle? How determine a taxpayer’s 
normal earnings to be substituted for his 
1936-1939 earnings in calculating his excess 
profits tax? What is the taxpayer’s industry 
and what is its importance in relief claims? 

“In order to justify a claim for relief on 
cyclical grounds the taxpayer must show 
that his earnings and the earnings of his in- 
dustry are subject to cyclical fluctuations,” 
the Business School study says. “This is a 
necessary inference from the wording of the 





Mr. Holzman’s articles have appeared in TAXES for a number 
of years and he has written on the subject of taxes for other pub- 
lications also in addition to conducting a class at the College of 
the City of New York in “Reorganizations from a Tax Standpoint.” 
It was only recently that his hobby of collecting the ruling or 
decision with a humorous twist came to light and we asked him 


Our suggestion produced “Social 


CYCLICAL PROVISIONS of SECTION 722 


constitute a considerable amount of mis- 
conduct. 


It is customary to close scholarly pieces 
of research on a hopeful note, so I shall 
quote from the unworldly optimism that 
prevails in California. In discussing whether 
a jockey is an employee (and thus subject 
to the Act) or a principal, it was held: 
“Jockeys do not contract with each other, 
to produce a desired result by methods of 
their own choosing.” (Codified Interpretive 
Opinion #3008-02.) Ah pious thought! 


[The End] 




















law, but neither in the law nor the Treasury 
Regulations is there a definition of cyclical 
fluctuations. 

“The presence or absence of cyclical fluc- 
tuations is best ascertained by plotting the 
record on achart. In fact, if a simple chart 
does not reveal cyclical fluctuations, they 
should be presumed not to exist for pur- 
poses of section 722. If the curve on the 
chart shows a semblance of wave-like move- 
ments, cyclical fluctuations are probably 
present. 

“The reason for the word ‘probably’ is 
that more than the shape of the curve is 
necessary to establish cyclical fluctuations. 
Base period earnings may look cyclically 
depressed on a chart and yet the low level 
may have been brought about by factors not 
cyclical in character. Cyclical factors are 
persistent in the experience of a company; 
in the words of the Treasury Regulations 
they are ‘usual and ordinary.’ Unusual con- 
ditions, whether physical or economic, may 
be grounds for relief but they are not cyclical 
grounds. To establish his case on cyclical 
grounds it is therefore necessary for a tax- 
payer to remove suspicion that his depressed 
condition in the base period may have been 
caused by unusual conditions.” 
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By Norman J. Cann 
Deputy Commissioner of 
Internal Revenue 


Mistaken pif” 


YOME critics of the Bureau have 
made the charge that its adminis- 
trative policies are sometimes based on 
partisan considerations and operate to 
discriminate against certain taxpayers. 
The general nature of these charges is 
well described in an article written by 
Mr. James W. Martin, entitled “Cost 
and Efficiency of Tax Administration: 
Policies,” which appeared in “TAxEs— 
The Tax Magazine” for June 1944. 


I have read the series of articles pre- 
pared by Mr. Martin on the subject of 
Tax Administration with a great deal 
of interest. The article appearing in 
the June issue was forcibly brought to 
my attention because the subject cov- 
ers questions of policy over which, by 
reason of my office, I feel personally 
responsible. Therefore I shall treat 
exclusively with three phases desig- 
nated by Mr. Martin as: 


1. The Alleged New Federal Parti- 
sanship 


2. Securing the Last Dime 
3. Rating of Revenue Agents 


He states that the Bureau of Internal 
Revenue is regarded as comparatively 
free from the influence of party poli- 
tics. Some taxpayers believe, however, 
that Bureau policies indicate that a 
new type of Federal partisanship has 
sprung up which favors farm and labor 
classes as compared with commercial 
and industrial businesses. It is said 
that the Bureau does not audit many 
farmers’ returns. It is said that since 
agricultural and labor interests have 
become more adequately represented 
in the Federal Government, the poli- 
cies adopted reflect to some extent 
a retaliation against commercial and 
industrial interests, and that the Bu- 
reau deals harshly with such business 
interests as a sort of unconscious 
means of getting even. It is supposed 
that this is demonstrated by the rules 
adopted by the Treasury Department 
in the administration of Section 102 of 
the Internal Revenue Code, dealing 


Bureau Administration 


This article answers criti- 
cism of Bureau administra- 
tion and points up actual 
procedure 


with unreasonable accumulation of 
surplus after the repeal of the undis- 
tributed profits tax. 


I cannot agree with the charge that 
class partisanship has affected policies 
of the Bureau. It is the policy of the 
Bureau of Internal Revenue that all tax- 
payers shall be treated equally and shall 
be on the same level with each other and 
that no distinction or discrimination 
shall be made between classes of tax- 
payers. 


An aggrieved farmer or laborer with 
a ten dollar additional assessment has 
the same rights and privileges as a 
manufacturer or merchant with a ten 
thousand dollar assessment. Our job 
is to determine the correct tax liability 
under the law and regulations, and 
whether this results in an underpay- 
ment or an overpayment of Federal 
income taxes is immaterial to the Bu- 
reau. The Bureau of Internal Revenue 
operates on a decentralized plan of 
management which enables the small 
taxpayer as well as the large taxpayer 
to present his case to one of our near- 
est thirty-eight field divisions for con- 
sideration. Whether the taxpayer be 
a farmer, lawyer, or an industrial cor- 
poration, makes no difference because 
the Bureau lays emphasis on the cor- 
rect determination of the tax of each 
taxpayer. 

It has been charged that more atten- 
tion is paid to the investigation of 
income tax returns of commercial and 
industrial concerns than to those en- 
gaged in agriculture. 


With nearly 600 of our trained agents 
now serving in the armed forces, the 
investigative forces of the Bureau are 
far from sufficient to permit a thorough 
audit of all returns filed. Obviously, 
then, it becomes necessary to establish 
a policy that will permit of the most 
effective use of such forces in executing 
the responsibilities assigned to the 
Bureau by the Congress. Protection 
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of the revenue being one of the responsibili- 
ties of the Bureau, it is equally obvious that 
attention should be given to returns in order 
of their importance from a tax standpoint. 
That is the policy followed in the Bureau. 


To fully appreciate the weakness of this 
charge that the Bureau discriminates between 
classes of taxpayers, it is essential to under- 
stand the method used by the Bureau in 


selecting income tax returns for examination 
and audit. 


Individual returns, Form 1040, showing a 
net income of $20,000 or more, together with 
corporation income tax returns, Form 1120, 
with gross income of $75,000 or more, as 
well as nontaxable corporation returns, Form 
1120, with gross income of over $125,000, 
are automatically referred to the field for 
examination, regardless of occupation or 
classes of taxpayers. This, of course, accounts 
for the taxpayers with larger incomes. 


How Returns Are Handled 


Taxable excess profits returns of single 
corporations, as well as all consolidated re- 
turns, are referred to the field for examination. 


Other types of income tax returns are 
reviewed and classified in the office at Wash- 
ington and if it is determined that such 
returns warrant field examination, they are 
forwarded immediately to the office of the 
Internal Revenue Agent in Charge for verifi- 
cation. These returns are then surveyed by 
the Agent and if he feels that an examination 
is not warranted, the return is sent back to 
Washington. If in his judgment and sound 
discretion, it is believed the return warrants 
a field examination, it is assigned for the 
examination. These returns would include 
those filed by individuals operating small 
businesses and those filed by farmers with 
small incomes. Despite the fact that such 
returns are not subjected to a field examina- 
tion, they are subjected to cursory examina- 
tion by an office force for the purpose of 
determining at least by inspection whether 
the taxpayer has correctly determined his tax. 


Individual returns, Form 1040, showing a 
gross income from business of less than 
$25,000, and a net income of less than $5,000, 
are retained in the office of the Collector of 
Internal Revenue for audit; however, the 
Internal Revenue Agent in Charge may sur- 
vey these returns in the Collector’s office 
and select those which appear to warrant 
examination. 


Furthermore, the Bureau has had a check 
on labor through the information returns 
which employers are required to file advising 
the Bureau as to salaries and wages paid to 
employees,—Form W-2 showing wages on 
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which income taxes have been withheld, and 
Form 1099 showing payments for the year 


of $500 or more on which tax has not been 
withheld. 


It can thus be seen from the management 
and classification of income tax returns that 
no favoritism is shown between classes of 
taxpayers; on the contrary the primary selec- 
tion of returns for field examination is deter- 
mined by impartial rules. 


Charge of Retaliation Answered 


It has been charged that Bureau policies 
are to some extent in retaliation against com- 
mercial and industrial interests as illustrated 
by the strictness of the rules adopted in the 
enforcement of the provisions of Section 102 
of the Code. These rules were stated in 
Treasury Decision 4914 (C. B. 1939-2, 108) 
which directed attention to Section 102 of the 
Internal Revenue Code imposing the surtax 
on corporations improperly accumulating 
surplus. The effect of these rules is to 
require revenue agents examining corporate 
returns to give close attention to the question 
of whether the corporation has withheld 
earnings from distribution to permit the 
avoidance of surtax by individual sharehold- 
ers and to make a specific recommendation 
in each case. The Treasury Decision further 
requires that each Internal Revenue Agent 
in Charge, as well as each Technical Staff 
field representative, designate a qualified em- 
ployee in his office to pass personally upon 
each case in which a recommendation has 
been made by an examining or reviewing 
officer with respect to the application or non- 
application of Section 102. This procedure 
was designed to insure that the provisions 
of Section 102 would be invoked only in those 
cases in which such action is definitely war- 
ranted. The announcement of the Bureau’s 
policy by means of a Treasury Decision was 
intended to give wide publicity to taxpayers 
so that they may be fully informed in the 
matter. 


It is believed that the foregoing statement 
disposes of any suggestion that the issuance 
of Treasury Decision 4914 was in any manner 
an expression of a policy designed to retaliate 
against commercial and industrial interests. 

In an article written by Mr. Martin and 
appearing in the March issue of TAxEs— 
The Tax Magazine, it is stated that during 1943, 
nineteen cases were adjudicated by the Courts, 
involving Section 102 surtax on corporations 
improperly accumulating surplus. In nine 
cases the Government prevailed, in nine cases 
the taxpayer prevailed and one was remanded. 
Incidentally, the number of corporation cases on 
which Section 102 was imposed is insignifi- 
cant in number as compared to total corpo- 
ration returns filed and examined. 
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Securing the Last Dime 


The second phase of Mr. Martin’s article 
deals with the subject entitled “Securing the 
Last Dime.” The statements are made that 
the Bureau pursues a policy of exacting “all 
the traffic can bear” im the collection of taxes. 
In support of this statement Mr. Martin 
gives three reasons: 


1. The control policy and language em- 
ployed by Bureau officials “tend to em- 
phasize additional revenue” rather than 
the determination of liability under the 
law and regulations. 


In order to secure a maximum amount 
of “short run” revenue, the Bureau has 
made rulings which were based on 
technicalities but which may be consid- 
ered as directly offensive to a common 
sense interpretation. 


The administrative control as operated 
contributes to the viewpoint that the 
Bureau wants agents to assert deficien- 
cies whether or not the obligation is 
imposed by law. 


These statements may be recognized as 
charges made against the Bureau and its 
officials on previous occasions. At different 
times they are brought out, dusted off, and 
presented in a different style. It seems there 
are some individuals who believe that the 
Bureau is trying to collect by coercion more 
taxes from the taxpayer than he really owes. 
I most emphatically deny that such is the case. 


The Congress has charged the Commis- 
sioner with the general superintendence of 
the assessment and collection of all taxes 
imposed by any law providing for internal 
revenue and in order for the Commissioner 
to carry out such a mandate, it becomes 
necessary to make rules and regulations and 
policies governing his administration of the 
tax laws through his subordinates. 


When an agent has completed his report 
of examination, it is submitted in rough draft 
form for review. A special group is assigned 
by the Agent in Charge as reviewers and it 
is their responsibility to review these cases 
and approve or disapprove the report. If 
the report is disapproved, the case file is re- 
turned to the examining officer for reconsidera- 
tion. It occasionally occurs that the meaning of 
the statute is not clear and in order to secure 
a judicial decision or interpretation, the Bureau 
takes the position which safeguards the reve- 
nue. In 500 cases decided by The Tax Court 
of the United States on their merits during 
the fiscal year ended June 30, 1944 the Gov- 
ernment recovered more than one-half of the 
tax deficiencies involved. Three-fourths of 
the appeals from decisions of The Tax Court 
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were filed by taxpayers, but of 454 Tax Court 
cases decided by appellate courts during the 
year, the taxpayers won only a little over 
one-third and the Government won about 
one-half, the remaining cases merely being 
modified, while the Government won three- 
fourths of the civil division cases decided 
in the district courts, appellate courts, court 
of claims and the Supreme Court. To take 
a position which safeguards the revenue may 
seem to be arbitrary, but it is done in the 
interests of the taxpayers at large. 


It is interesting to observe the description 
of duties and responsibilities of reviewers in 
the Agent’s office as prescribed by the Com- 
missioner of Internal Revenue, and I quote 
in part as follows: 


“Reviews Internal Revenue Agents’ re- 
ports of audits of tax returns covering all 
Federal tax cases under jurisdiction of Inter- 
nal Revenue Agent in Charge. Review is 
directed at completeness of investigation, 
form and propriety of technical conclusions 
reached.” 


Correct Liability, Bureau Concern 


At Washington the action taken by the 
Agent in Charge is reviewed and any com- 
ments respecting the closing of the case are 
made the subject of a letter to the Agent. 
The last statistical report prepared as of 
June 30, 1944, indicates that less than one- 
half of one per cent of the cases closed by 
Agents in Charge are returned to the field 
divisions for reconsideration. It is very ob- 
vious, therefore, that the Bureau does not 
pursue a policy of exacting “all the traffic can 
bear” but that its primary concern is the 
determination of the correct tax liability un- 
der the law. 


It is interesting to observe what former 
Commissioner Helvering has to say on this 
subject in a broadcast on March 10, 1944, 
and I quote his words: 


“Naturally you should give yourself the 
benefit of every doubt, but I resent the im- 
plication that officials of the Internal Revenue 
Service would, knowingly, extract one cent 
not due by law. The Internal Revenue Serv- 
ice is just as concerned about correcting 
errors where the taxpayer has paid too much 
as it is with errors where the taxpayer has 
paid too little.” 


Since the date of Mr. Helvering’s state- 
ment, there has been no lessening of that 
concern on the part of Mr. Helvering’s suc- 
cessors in office or on the part of any respon- 
sible Bureau official. If a taxpayer believes 
that an additional tax liability is being un- 
justly asserted, he can take up the matter 
with the Agent in Charge in a protest against 
the proposed action of the examining officer. 
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Rating Revenue Agents 


The third phase of my discussion relates 
to the subject designated by Mr. Martin as 
“Rating of Revenue Agents.” The statement 
is made that efficiency ratings of revenue 
agents depend to some extent on the amount 
of additional assessments or the number of 
increases over taxpayers’ declarations and 
that such method is vigorously and univer- 
sally condemned. It is further stated that 
the individual agent believes that the amount 
of deficiency discovered or the number of 
additional assessments that are “made to 
stick” heavily influences the efficiency rat- 
ings. Taxpayers say agents frankly cudgel 
them into making settlements which both the 
agent and the taxpayer know to be inequi- 
table, the amount involved not being suff- 
cient to justify appeal. 


There seems to have grown over a period 
of years a fallacy that it is the Bureau policy 
to develop against taxpayers additional taxes 
for the purpose of making a showing for the 

3ureau of Internal Revenue. If this were 
true, the Bureau would take advantage of 
every opportunity to assert taxes not only 
by original examinations but by reopening 
cases wherever court decisions were favor- 
able to the Government. I can assure you 
that such is not the case. The primary ob- 
ject of any examination made of a taxpayer’s 
books and records is for the sole purpose of 
determining the taxpayer’s correct tax lia- 
bility. It is not the policy of the Bureau to 
reopen returns previously closed and to assert 
deficiencies in tax either as a result of a 
change in the law or a Supreme Court deci- 
sion favorable to the Government. 


Bureau Policy as Result of the 
Higgins Case 


This was clearly demonstrated at the time 
the Supreme Court decided the case of Higgins 
v. Commissioner on February 3, 1941. There 
the Supreme Court held that an individual 
with extensive investments in real estate, 
bonds and stocks, is not entitled to a deduc- 
tion for expenditures attributable to the han- 
dling of the securities as an ordinary and 
necessary expense paid in carrying on a trade 
or business. On February 24, 1941, the 
Bureau issued instructions to its thirty-eight 
field divisions, saying: 


“It is a present policy of the Income Tax 
Unit not to take the initiative and reopen 
returns for the sole purpose of giving effect 
to the decision in the Higgins case if such 
returns were closed prior to February 3, 1941.” 


On August 20, 1941, our thirty-eight field 
divisions were also advised with respect to 
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the deductibility of expenses incident to real 
estate activities, as follows: 


“Where the Bureau for sound administra- 
tive, practical and equitable reasons has 
adopted a policy and adhered to it for many 
years, such policy should be overturned only 
where either the Sunreme Court itself or a 
great weight of authority has clearly indi- 
cated that the Bureau’s interpretation was 
erroneous.” 


To the same effect did the Bureau an- 
nounce its policy not to reopen closed returns 
solely for the purpose of imposing additional 
taxes with respect to the Supreme Court 
decision in the case of Douglas Stuart, de- 
cided on November 6, 1942. Our thirty- 
eight field divisions were advised that the 
rule in the Stuart case will apply only to 
cases in which the return of the grantor is 
for a taxable year ended after January 1, 
1943, with certain reservations necessary to 
protect the interests of the Government in 
cases of claims filed by grantors and bene- 
ficiaries. More than 50 times during the 
past four years has the Bureau invoked the 
provision of law (Section 3791 (b) I. R. C.) 
which permits rulings, regulations and. Treas- 
ury Decisions to be applied without retro- 
active effect, thereby foregoing many apparent 
opportunities to assert additional taxes against 
a large number of taxpayers. 


Let me emphatically state that in making 
efficiency ratings no consideration is given 
to the question of whether the agents recom- 
mended additional taxes or overassessments. 
This plan of efficiency ratings was described 
in a letter to Mr. Martin from Acting Com- 
missioner Graves dated February 29, 1944, 
which letter is quoted in part in footnote 
No. 23(a) appearing at the bottom of page 
266 of the June 1944 issue of Taxes. In 
this plan special emphasis is laid on accu- 
racy of decisions and final results and there- 
fore efficiency ratings would be adversely 
affected by errors consistently made by 
agents in unjustly asserting taxes that are 
not due. 


Staggering Work Program 


The Bureau of Internal Revenue has quite 
a staggering work program outlined for the 
next 15 months and it may be interesting to 
note that more than 29,000 applications for 
relief have been filed under Section 722 of 
the Code involving a total reduction claimed 
of over two and one-half billion dollars in 
excess profits tax. In addition the Bureau 
is in the process of examining some 4,000 
pension and profit sharing plans presented 
to it for approval, many of which it is hoped 
will be completed before the end of the year. 
In addition, the thirty-eight field divisions 
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are making joint examination of individual 
returns for the years 1942 and 1943 asa result 
of the provisions of the Current Tax Pay- 
ment Act of 1943. At the same time many 
experienced employees have left the Bureau 
either for military service or to enter private 
employment, drawn by the lure of increased 
salaries. 





we now as always, are won on 
battlefields. But in modern war the 
Home Front is intimately involved. 
Economic stability at home is an ab- 
solute requisite of victory. 


There are, of course, economic limits 
to the proportion of the total war cost 
which can be met from current taxation. 
Our total tax receipts have increased 
eightfold in the past four years, but there 
still has remained a large Federal deficit. 


In its borrowing operations, the Treas- 
ury has been largely guided by four un- 
derlying principles: (1) that the necessary 
funds should be raised in such a manner 
as to minimize the danger of inflation, 
(2) that small investors who purchased 
war bonds should be protected from 
market risks, (3) that the liquidity of the 
Nation’s financial jnstitutions should be 
maintained and increased so as to place 
them in a strong position to confront the 
problems of the postwar period and (4) 
that the interest rates on the war debt 
should be kept at a reasonable level. 


To minimize the danger of inflation, 
bond sales programs were directed par- 
ticularly toward individuals. The securi- 
ties offered were designed to meet the 
needs of such investors. Periodic bond 
drives have been organized, with goals 
announced for each class of investor, and 
with specified restrictions on participation 
by banks. The payroll savings plan for 
the continuous purchase of Series E bonds 
has been promoted. Bonds sold in this 
manner absorbed consumer purchasing 
power directly at its source and conse- 
quently had a maximum impact upon con- 
sumer spending. 





Economic Stability 


Economic Stability—A Requisite 
of Victory 


The Bureau is not an arbitrary task mas- 
ter in the matter of taxes. It seeks the truth 
and justice as to the tax liability of each 
citizen and corporation under the rules laid 
down by the Congress. In this it seeks and 
appreciates your aid and cooperation. 


[The End] 





By Henry Morgenthau Jr., Secretary of the Treasury 


The second objective 
involved the protection 
of the interests of the 
small investor. The 
Treasury has considered 
itself the trustee for 
the inexperienced in- 
vestor who purchases 
Government securities 
primarily to help his 
country in time of stress 
and places his faith in his Government 
that the securities he purchases are sound 
investments and designed with a view to 
his own requirements. 

Series E bonds were designed especially 
to meet this responsibility. These bonds have 
already been purchased by some 85,000,000 
separate investors. The $23,000,000,000 
of their holdings to date constitute a 
profitable and highly liquid investment. 
For the postwar period, these holdings 
will provide a valuable backlog of con- 
sumer purchasing power. 

Securities were designed likewise to 
contribute to liquidity elsewhere in the 
economic structure, in accordance with 
our third objective. United States securi- 
ties made available to banks have been 
concentrated in maturities of ten years 
or less. As a result, the banking system 
is in a more liquid condition than ever 
before. Business concerns likewise have 
been afforded the opportunity to purchase 
securities of short maturities. 

The fourth important element in our 
fiscal program has been the maintenance 
of consistently low interest rates. 

The four principles followed in Treas- 
ury borrowing have, I believe, served 
well in helping to maintain economic sta- 
bility behind the fighting fronts. 


















§ es postwar federal budget will undoubt- 
edly remain considerably above the prewar 
level, and therefore possible tax reductions 
will be limited. Both equity considerations 
and the desirability of maintaining a high 
level of consumers’ expenditures require that 
whatever reductions are possible, be applied 
first of all to the excise field. Thus a com- 
paratively high level of personal and prob- 
ably corporate income taxes will have to be 
retained. At the same time it appears that 
income taxes discourage risk taking, thereby 
reducing investment and employment. The 
solution of this dilemma would open the way 
for a considerable improvement in the fed- 
eral tax structure. 


















In this article the problem is discussed in 
terms of a proportional tax on incomes and 
the conclusions which are obtained would 
have to be modified if applied to the case 
of progressive tax rates. The general line 
of reasoning, however, would not be sub- 
stantially affected. 
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An investment involves the possibility of 
a loss. It will not be undertaken unless the 
expected return appears sufficiently promis- 
ing. An investor, about to decide how to 
use his funds, must weigh the advantage of 
a greater return or yield, against the dis- 
advantage of a possible loss or risk. The 
effects of a tax upon his investment behavior 
may be traced through its effects upon the 
yield and risk of alternative investments. 
That the tax reduces the yield, is entirely 
evident and has been much emphasized. But 
the equally important fact that the tax may 
also reduce the expected loss, or degree of 
risk, is generally overlooked. 


















Dy imposing an income tax on the investor, 
Congress appoints the Treasury as his part- 
ner who will always share in his gains, but 
whose share in his losses will depend upon 
the investor’s ability to offset losses against 
other income. Because of the importance of 


the loss offset, it is helpful to distinguish 
three cases. 
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“The Treasury often shares the losses of large and established business but fails to 
do so for the small and new one.” 


Income Taxation and 


Risk Taking 


By EVSEY D. DOMAR AND RICHARD A. MUSGRAVE 


1. If losses cannot be offset, the investor 
carries the entire burden of the loss. The 
tax reduces the yield, which is defined as 
expected (percentage) gains minus expected 
(percentage) losses, but the risk is unchanged. 
Suppose that prior to the tax the average 
expected gain equals 10 per cent, and the 
loss 4 per cent, thus giving an expected yield 
cf6percent. Ifa 50 per cent tax is imposed 
without loss deductions, expected gains are 
reduced to 5 per cent, losses remain un- 
changed so that the yield falls to 1 per cent. 
Thus the yield is reduced, and by a greater 
percentage than the tax rate, and since the 
risk has remained the same, the compensa- 
tion for risk taking (which is the ratio of 
yield to risk) is reduced likewise. But the 
reduction in income, due to the tax, will 
mean a lower income (after tax) obtainable 
from his investments. To restore his income, 
the investor will thus try to take more risk, 
since risky investments can be expected to 
have a higher yield. These two forces oper- 
ate in opposite directions. Theoretically the 
result is uncertain; practical evidence would 
indicate that the investor is likely to shift 
in the direction of less risk. 


Changes in risk taking may take place 
through shifts between more or less risky 
investments or through changes in the pro- 
portion of the investor’s wealth held in cash. 
To simplify matters, this discussion does not 
differentiate between these two methods but 
deals with over-all changes in risk taking only. 


2. If a complete offset of losses is possible 
in determining taxable income, the result is 
quite different. Suppose the investor has an 
income of $1,000 so that after a, say 25 per 
cent tax, he retains $750. If he should now 
make an investment which might result in 
a loss of $200, this loss could be fully de- 
ducted from his other income so that only 
$800 would remain subject to tax. Accord- 
ingly, the tax would be reduced to $200 and 
his total income remaining after the loss and 
net of the tax would be $600 as compared 
with $750 had the investment not been made 
and the loss not been suffered. The net 
loss would thus be only $150, since the re- 
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maining $50 or 25 per cent would have been 
absorbed by the Treasury in the form of a 
reduced tax bill on the investor’s other in- 
come. Both the expected yield and risk (or 
loss) of the investment are thus reduced 
by the rate of the tax, so that the compensa- 
tion for risk taking remains unchanged. 


It therefore follows that risk taking has 
not become less attractive. The inducement 
to take less risk, which was present in the 
first case, has disappeared. The investor’s 
income from his original investment has, 
however, been reduced. To restore it, he 
will try to rearrange his investment port- 
folio as to take more risk. To understand 
the implication of this for the economy as 
a whole, a distinction must be drawn between 
the private risk (and yield) which is carried 
by the investor, and the public risk (and 
yield) which is taken over by the Treasury 
due to the loss offset. The two together 
compose the total risk and yield of any in- 
vestment. It is the private risk (and yield) 


of an investment that is reduced by the tax;- 


the total risk (and yield) attached to any 
given investment remains unaffected by the 
tax. 


Retention Reduces Risk 


If the investor would retain the invest- 
ments which he held before the tax, his 
personal risk taken would have been reduced, 
because a part of the risk has been absorbed 
by the Treasury. But since the investor will 
tend to rearrange his investments so as to 
increase his income and therefore his private 
risk above the level to which it was lowered 
by the tax, the total risk taken jointly by 
him and the Treasury will be increased. In 
other words, since with his new investment 
the investor carries more private risk (than 
the old investment involved after imposition 
of the tax) and since the total risk of any 
investment is a multiple of its private risk 
(total risk being the private risk times the 
reciprocal of the tax rate) total risk taken 
will have gone up. Assuming conditions of 
perfect loss offset, it thus appears that a 
proportional tax will raise, rather than lower, 
the general level of risk taking. 


This result, however, may need some 
qualifications because it involves certain sim- 
plifying assumptions (such as the assumption 
that the investor’s wealth remains constant, 
that investment behavior is rational, etc., 
and that the tax is proportional). 


3. If only a partial offset of losses is pos- 
sible, the expected yield is reduced by a 
greater percentage than the expected risk 
and the result will fall between those of the 
two preceding cases. The outcome, in terms 
of the general level of risk taking will be 


Income Taxation and Risk 


uncertain. But for all practical purposes it 
can be safely said that the higher the rate 
of loss offset, the higher will be the degree 
of risk taken after the tax. 


II 


The personal and corporation income tax 
law now provides for a limited carry-back 
and carry-forward (two years each) of busi- 
ness net operating losses and in addition it 
also provides for a five-year carry-forward 
of all net capital losses. The extent to which 
investors can utilize these provisions de- 
pends upon the availability of other income 
against which losses may be offset. Here the 
position of various taxpayers differs greatly. 
An established corporation or a large-scale 
financial investor may undertake a risky in- 
vestment as a side-line with the assurance 
that possible losses will be covered by other 
income derived from the main line of busi- 
ness. A large corporation can count on the 
possibility of loss offset as long as the in- 
vestment in question does not exceed the 
income which the management is reasonably 
certain to derive during the period of carry- 
over. The present law thus provides a fair 
chance for loss offset to large and established 
businesses. The situation might be improved 
further by abolishing the differentiation be- 
tween various types of income (such as oper- 
ating income or capital gains) and extending 
the carry-over for a period sufficient to 
assure offset to most all firms of this type. 


New Business Less Diversified 


New businesses and often small enterprises 
and small-scale financial investors are in a 
much less advantageous position. They are 
likely to be less diversified and are thus more 
apt to suffer a net loss in any one year. Also, 
new businesses may not be able to offset their 
losses against past income because they were 
established only recently so that available 
past income is insufficient. The amount of 
capital risked by new enterprises, moreover, 
will frequently exceed the amount invested 
in any particular venture because failure in 
one venture might easily compel liquidation 
of the entire business. The mortality rate 
among new businesses is known to be very 
high. Thus under the present law the Treas- 
ury often shares in the losses of large and 
established business but fails to do so for 
the small and new one. 


Such a discrimination is definitely undesir- 
able. The advantages derived by the econ- 
omy from the growth of new businesses and 
the presence of small investors are well 
known. While it is clear that the Treasury 
should share in the losses of all business 
alike, this objective is not easily accom- 
plished. Extension of the carry-over periods 
would not suffice for the reasons indicated. 
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To assure the possibility of loss offset, the 
Treasury would, in fact, have to stand ready 
to reimburse any business for a percentage 
of its net loss equal to the tax rate,—that is 
to say, to collect cash in case of gains and 
to send a check in the case of losses. 













This kind of approach is less radical than 
it may appear. Under the existing carry- 
back provision, the Treasury actually makes 
cash refunds which reimburse the taxpayer 
for a part of his loss. This practice would 
merely have to be extended to all businesses, 
irrespective of their past income. The ob- 




































required under the full loss offset plan would 
thus be 37.5 per cent as against 30 per cent 
if no losses can be offset. It should be 
noted, moreover, that the loss of yield re. 
sulting under the full loss offset plan over 
and above the loss of yield resulting from 
an extended carry-over would most likely 
be small in relation to its social significance, 
namely, the encouragement of new enter- 
prise.] Loss sharing, moreover, would con- 
tribute to cyclical stability since it would 
provide for higher tax collections during 
prosperity (than is the case under the present 
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jection that it might induce reckless investment ™ethod of carry-back and carry-over) and ECT 
does not hold. Short of the case of a 100 for net reimbursements from the Treasury by 
per cent tax rate, the investor would be during depressions. The approach here sug- § tax rel 
reimbursed for only a part of his loss, so gested might meet with certain administrative J ings 
that an efficient investment policy would still limitations, but it is well worth considering. J ow to 
be in his interest. As a result of such a The points of principle discussed in the § norma 
policy, the Treasury may suffer some loss first section apply equally to the corporate J profits 
of yield. However, it would be preferable and the personal income taxes, although the the pa 
from the point of view of both equity and a__ technique of assuring loss offset may have to plicab! 
high level of investment to recover this loss differ for both taxes. Loss sharing under the claimi 
via an increased tax rate, than to operate progressive personal income tax creates or im 
with incomplete loss offset and a somewhat serious complications, but they might be J ihe tz 
lower rate. The rate increase that would be overcome by a device of the type suggested impro 
required would most likely be less than ex- by Professor Simons, according to which ciate 
pected, since the increased risk taken as a_ individuals would be allowed to recompute 

result of loss sharing would in turn tend to their income tax in five-year intervals by — 
result in a higher national income, corporate averaging their incomes for the last five-year Eve 
profits and tax yields. [An examination of period and claiming refunds whenever actual tax n 
the past figures of corporate profits and payments exceed the liability computed on enmet 
losses suggests that a total of $15 billion of the basis of an annual average income. A Treas 
corporate profits and $3 billion of losses may Procedure of this kind would not only facili- issuin 
be expected in a relatively normal postwar tate loss sharing but would also eliminate They 
year. If it is considered desirable to collect, t@X discrimination against volatile incomes. feelin 
say $4.5 billion in corporate taxes, the rate [The End] Th 
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A more detailed discussion of this subject is contained in the “oe 

authors’ article in the Quarterly Journal of Economics for ag 

May, 1944, under the title “Proportional Income Taxation and iene 

Risk Taking.” The authors are research economists with the Board tical 

of Governors of the Federal Reserve System, Washington, D. C. taxp 

The opinions expressed in the article are the authors’ only. (b) ( 
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NEXT MONTH Our February issue promises much valuable state whe 

tax information in articles such as the one dealing _ 

with the subject of allocation in Pennsylvania by Mr. Krekstein and the article =e 

by Mr. Roesken discussing just how far states have indicated foreign corpora- > . 

tions are to allocate gross receipts from interstate sales for franchise tax pur- 

poses. Other provocative articles include William Vickrey’s “A Reasonable ™ 

Undistributed Profits Tax,” “Reverters in Estate Taxation,” by Robert E. an 


Nelson, an attorney in Chicago. There will be others and our usual features too. 
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Have General Counsel Memoranda 24,013 and 24,329 contradicted Congressional intent? 
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By J. H. LANDMAN 


ECTION 722 of the Code was intended 

by Congress to afford excess profits 
tax relief to those corporations whose earn- 
ings or invested capital credits are too 
low to measure adequately and fairly their 
normal and, as a consequence, their excess 
profits. Subdivision (b)(4) is undoubtedly 
the part of Section 722 that will prove ap- 
plicable in the largest number of cases 
claiming relief. It is available if during 
or immediately prior to the base period, 
the taxpayer commenced or substantially 
improved its business through a _ funda- 
mental change in the character of its oper- 
ations. 


Ever since the enactment of Section 722, 
tax men have been clamoring for enlight- 
enment and clarification of the subject. The 
Treasury answered their cry in part by 
issuing G. C. M. 24,013 and G. C. M. 24,329. 
They were received, however, with mixed 
feelings and thoughts by the tax community. 


The first Treasury exposition on the sub- 
ject was G. C. M. 24,013, released in De- 
cember 1943. The ruling evoked considerable 
discussion. Much of it was denunciatory. 
Some of the more severe criticism led one 
to believe that the Treasury had contra- 
dicted the intent of Congress and had prac- 
tically stymied all efforts on the part of 
taxpayers to procure relief under subdivision 
(b)(4) of Section 722. 


Is this ruling sound? It raises two is- 
sues. The first revolves about the question 
whether a change in capacity for the manu- 
facture of munitions during the base period, 
when the present world struggle was unfolding, 
can be considered proper grounds for a con- 
structive average base period net income. The 
other raises the question whether a taxpayer in 
the process of trying to obtain relief is required 
to prove that its base period net income 
is not an adequate standard for normal 
earnings. 






The General Counsel’s 722 Memorandum 


MR. LANDMAN, Ph.D., J.S.D., is the tax economist with Seidman & Seidman 
Certified Public Accountants, New York City. 






In this ruling, there was considered the 
case of the M Company which late in 1939 
received orders from foreign governments 
for war material. In order to meet the 
demand thus created, additional facilities 
were constructed or committed for prior 
to January 1, 1940. The question posed is 
whether the effect of that demand should 
be eliminated in determining the fair and 
just amount of normal earnings to be used 
as the constructive average base period 
net income. The M Company made large 
expenditures in 1939 on new productive 
capacity in anticipation of war demands in 
subsequent years. 


May the demand created by the war in 
Europe be regarded as abnormal and so not 
properly to be considered in reconstructing 
the average base period net income? The 
Treasury answers this to begin with by 
declaring that the M Company, having 
changed the character of its business through 
an increase in capacity for production due 
to war orders has not, because of that, a 
basis for relief under Section 722(b)(4) of 
the Code. A change in the character of 
business, argues the Treasury, which is 
caused by an unusual and abnormal circum- 
stance cannot give rise to normal earnings 
so as to make the adjusted average base 
period net income the standard by which 
to measure normal earnings. 


The point made is that the base period 
years 1936 to 1939 were selected as a stand- 
ard for measuring excess profits, not only 
because they were the four years immedi- 
ately preceding the war, but also because 
they were years of “normal” earnings for 
most industries in the country. Hence, to 
permit a taxpayer, by virtue of an increase 
in capacity for the production of munitions, 
to increase its average base period net in- 
come by assuming that such change in the 
character of the business had occurred two 








years earlier than it did, defeats the very 
purpose of the statute to recapture for the 
Government excessive profits flowing from 
the war. 


Intentionally avoiding the elusive concept 
of normal earnings, it must be admitted that 
the demand created by the war in Europe 
was undoubtedly abnormal. It is this very 
abnormality which in later years gives rise 
to the corporate profits that our excess 
profits tax legislation was designed to re- 
coup for our Treasury. It is appropriate, 
therefore, that the M Company be permitted 
to employ Section 722(b)(4) to establish a 
normal average base period net income with 
which to measure the extent of the com- 
pany’s excess profits in subsequent years. 
In constructing the average base period 
net income figure, all earnings from the 
increased facilities should certainly be in- 
cluded for, without this, the company would 
be subjected to the hardship of ceding its 
profits on a subnormal standard, because 
its measuring rod, called the average base 
period net income, is comparatively low. 
In other language, the company would be 
put in the anomalous position in which its 
capital expenditures in 1939 are in turn 
responsible for the extraordinary profits in 
the subsequent war years, for which it is 
penalized by paying more excess profits 
taxes. 


One can readily agree with the Treasury 
that “the mere fact that the income for 
1940 attributable to the changed business 
is less than the actual average base period 
net income attributable to such business 
prior to the change is not sufficient, in and 
of itself, to deny relief under Section 722 
of the Code.” By the same token, mere 
changes in the character of a business, per 
se, and certainly just earning large profits, 
or suffering great losses, do not entitle the 
taxpayer to a higher average base period 
net income for excess profits tax purposes. 
Change is normal in business. Without 
it, corporations are doomed to economic 
perdition. They must meet the economic 
demands of society as these demands vary 
from year to year. Such changes are nor- 
mal and when they occur during the base 
period Congress wisely excluded them from 
consideration for excess profits tax relief 
under Section 722. It is only the unusual 
changes during the base period resulting 
directly in an inadequate standard of nor- 
mal earnings which come within the relief 
provisions of Section 722. 





Most Criticized Requirements 


The part of G. C. M. 24,013 which incited 
most criticism prescribes three requirements 
which a taxpayer, entitled to use the excess 
profits credit based on income, must estab 
lish before it can be entitled to relief un- 
der Section 722. These are: 











(1) “The existence of one or more of 
the factors prescribed in Section 722(b), 
paragraphs (1), (2), (3), (4), and (5); 


(2) “That because of such factors the 
actual base period net income is an inade- 
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(3) “The fair and just amount repre- 
senting normal earnings to be used as 
a constructive average base period net 
income for the purpose of an _ excess 
profits tax based upon a comparison of 
normal earnings and earnings during an 
excess profits tax period.” 





The charge has been made that the sec- 
ond prerequisite, recited above, is an un- 
warranted prescription made in G. C. M. 
24,013. Yet, Section 722(b) opens with the 
following statement: 





“The tax computed under this sub- 
chapter (without benefit of this Section) 
shall be considered to be excessive and 
discriminatory in the case of a taxpayer 
entitled to use the excess-profits tax credit 
based on income pursuant to Section 713, 
if its average base-period net income is an 
inadequate standard of normal earnings 
. . .” (Italics supplied.) 


Correspondingly, Section 30.722-3(d) of 
the Regulations 109 (T. D. 5264) provides: 


“If the taxpayer has commenced busi- 
ness or has changed the character of its 
business either during or immediately prior 
to the base period, and if the taxpayer 
establishes that its average base period net 
income does not reflect the normal operation 
for the entire base period of a business so 
commenced or changed in character, the 
average base period net income shall be 
considered to be an inadequate standard 
of normal earnings.” (Italics supplied.) 


What some of the harsh critics of G. C. M. 
24,013 seem to have ignored, or at least did 
not attach appropriate significance to, is its 
conclusion, which reads as follows: 


“Since therefore the average base pe- 
riod net income is not an inadequate 
standard of normal earnings because the 
actual average base period net income 
reflects at least as much as and probably 
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more than the normal operation of such 
changed business, the M Company is not 
entitled to relief.” 


This in turn is predicated on a preceding 


Yitatement to the effect that: 


“Even if it could be argued that the 
M Company is entitled to relief because 
a physical change had been made, no 
amount of constructive average base- 
period net income could be established 
with respect: to such changed business.” 
(Italics supplied.) 


The implication therefore is that the M 
Company would be sustained in its request 
for a reconstructed average base period net 
income if it could demonstrate that, had it 
installed the added facilities earlier in the 
base period, it would have had the demand 
for the greater production. This apparently 
it failed to do, and probably insufficient 
demands for munitions were made on this 
company prior to this date to warrant its 
constructive sales. In other words, “ab- 
normal abnormalities,” such as war, cannot 
give rise to constructive normal operations 
throughout the base period not so much 
because a change in capacity for war orders 
is not a proper basis for a Section 722(b) (4) 
claim, but because the constructive sales, 
capacity and profits of the claimant cannot 
be proven throughout the entire base pe- 
riod, after applying the two year push-back. 
After all, the Second World War began as 
late as September 3, 1939 in the base period. 
Part V of the Bulletin on Section 722 of 
the Internal Revenue Code, issued in No- 
vember 1944, confirms this reasoning. 


Prove Adequate Standard 


Accordingly, G. C. M. 24,013 is authority 
for the proposition that the taxpayer must 
prove that its base period net income its an 
inadequate standard for normal earnings 
in order to get excess profits tax relief un- 
der Section 722 of the Code. More impor- 
tant than that it does not nullify Section 
722(b)(4) by denying relief to a taxpayer 
because of a change in capacity during its 
base period. 


G. C. M. 24,329, which followed in August 
1944, or about ten months later, received a 
welcome reception by the tax profession. 


The question involved in this ruling was 
whether the acquisition of new facilities 
pursuant to a course of action to which the 
taxpayer was committed prior to January 
1, 1940, enabling a manufacturing company 
to engage in an essential manufacturing 
process not formerly engaged in by it, 
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constitutes a “change in capacity for pro- 
duction or operation” within the meaning 
of Section 722(b)(4) of the Code. 

In this ruling the company considered 
manufacturing stoves for household use. 
Prior to May 1940, it manufactured com- 
plete stoves except for the enamel work 
which was performed by another company 
under contract. On this date, the taxpayer 
added enameling to its operations as a re- 
sult of the installation of its own enameling 
plant for which commitments had been 
made in 1939. However, though the com- 
pany thus acquired its own enameling 
facilities, it did not thereby increase the 
number of stoves which it produced. 

The Treasury under those circumstances 
concludes that the company changed the 
character of its business by “a change in 
the capacity for production or operation 
of the business” within the meaning of 
the last sentence of Section 722(b)(4) of 
the Code, notwithstanding the fact that the 
change did not enable the taxpayer to manu- 
facture more stoves. 

This ruling holds that “a change in ca- 
pacity” as used in the last sentence of 
Section 722(b)(4) is “the difference in ca- 
pacity for production or operation” set forth 
in the preceding sentence, and distinguishes 
them both from “a change in operation or 
management of the business.” There can be 
no denying that though an iron stove and 
an enameled iron stove have identical utili- 
tarian values they are distinguishable from 
one another in their metallurgy, chemistry 
and technology and in their aesthetics, 
which entail fundamental changes in pro- 
duction. , 

Claimants need not be disturbed over the 
specific proscription denying relief under 
Section 722(b)(4) to taxpayers who utilize 
formerly unused capacity, during or im- 
mediately before the base period. Though 
this would not constitute a change or a 
difference in capacity for production, it 
would nevertheless constitute “a change in 
operation or management of the business,” 
which would furnish an adequate ground 
for relief. 

G. C. M. 24,329 also makes the admo- 
nition that neither a change in the nature 
of, or method of performing, a manufac- 
turing process already engaged in by the 
taxpayer, nor a change in the complete 
manufacturing process as, for example, 
combining several] steps, splitting up one 
into several, or replacing an existing proc- 
ess with a new process, is to be considered 
a change in capacity for production, unless 
such change also materially affects the 
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number of units produced. It would ap- 
pear, nevertheless, that this would consti- 
tute a change in operation or management 
of the business and would, therefore, come 
within the purview of Section 722. 

A comparison of the two rulings estab- 











tion 722 and the constructive sales, Capacity, 
and profits under Section 722 must be rea- 
sonable in the light of the economic con- 
ditions that prevailed during the entire base 
period after giving effect to the two year 
push-back rule. On the other hand, the 





















































































Thes 
lishes that the earlier G. C. M. 24,013 is latter G. C. M. 24,329 assures the doubtful te 
authority for the proposition that the bur- that “a change in the capacity for pro- income 
den remains with the taxpayer to prove duction” was not emasculated by the Treas- it does 
that its base period net income is an inade- ury from Section 722(b)(4) of the Code as . 
quate standard for normal earnings in order a basis for excess profits tax relief. — 
to get excess profits tax relief under Sec- [The End] tidied 

returns 
| Recent Developments in Accelerated Amortization—Continued from page 13 | The 
in on 
be sufficiently definite for full identification. handling of these matters to the War Pro- a pag 
Since the deductions for accelerated amor- duction Board. Under these regulations the 
tization may be limited by the Treasury Chairman of the War Production Board will 
Department to the exact amounts and de-_ issue a “payment certificate” upon receipt of 
scriptions shown in the non-necessity cer- a certified statement of certain facts from 
tificate, it will be important in many cases _ the officer of the contracting agency who au- 
to have such certificate show the actual cost thorized the payment. 
and full description of the facilities rather On page 484 of the article in the November 
than estimated costs and general descrip- issue of TAxes—The Tax Magazine men- 
tions. This can be accomplished—assuming tioned above, there is a discussion of the 
that the actual costs and descriptions are application of the special rule (the rule per- 
within the scope of the original necessity mitting recovery of taxes paid for a year 
certificate—by filing with the War Produc- outlawed under the regular statute of limita- 
tion Board an amended Appendix A for cer- tions) to a tax adjustment resulting from a 
tification before filing the application for a carryback of a net operating loss or unused 
non-necessity certificate. The power to excess profits credit, which carryback re- 
issue such amended certificates was trans- sults from recomputation of the amortiza- 
ferred ‘to the Board by Executive Order tion deduction for the year from which the 
9490, issued October 20, 1944. carryback occurs. It was pointed out that 
At the time the issuance of non-necessity the special rule would appear to apply in 
certificates was transferred to the War Pro- Such a situation where the year for which 
duction Board, the War Department already the tax adjustment is to be made is within 
had on file a substantial number of applica- the sixty-month amortization period. In the 
tions filed under the temporary procedure illustration used, the amortization period began 
that had been set up, and the Navy Depart- July 1940 and the year to which the carry- Fe 
ment was also reported to have a few ap- back applied was 1941. The question has 1945, 
plications. All such applicants have been t!Sen as to whether the answer would be J to e: 
requested to re-file with the War Production the same in this case if the amortization J and 
Board on the new form. It is reported, how- Petiod had begun in 1942 instead of 1940, § (Fo: 
ever, that the information already on file is and as a result of recomputation of 1943 9 to t 
considered by the Board in processing the amortization the taxpayer was entitled to a cop} 
new applications; this will presumably ex- carryback of loss and unused excess profits J fo, 
lite their handling. credit to 1941. In view of the specific adi 
pedi g . ; 
language of Code section 124 (d) (5), it ap- ts i 
It was reported as of December 2, 1944 pears doubtful that the special rule would For 
that two certificates of non-necessity had apply to any year prior to the beginning of we 
been issued up to that date. the amortization period, even though it would For 
Regulations have also been issued govern- appear to be the general intent of the law Dt 
ing the issuance of payment certificates under to permit adjustment in such a case. In this TeCC 
section 124 (h) of the Code, relating to the case 1941 is prior to the beginning of the as | 
situation where the taxpayer is reimbursed amortization period, and the special rule ap- the 
by the United States for the unamortized parently would not apply. Taxpayers who T 
cost of the facility. These regulations are may be faced with such a situation would be tase 
contained in Executive Order 9491, issued well advised to file protective refund claims a 
October 20, 1944. Executive Order 9490, for 1941 before that year outlaws under the salle 
issued on the same date, transfers the regular rules. [The End] al 
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WASHINGTON TAX TALK—Continued from page 51 











These changes will enable a taxpayer, if 
he desires to do so, to wind up all of his 1944 
income tax obligations by January 15, but 
it does not affect the filing of his 1945 decla- 
ration which will be due March 15. Also, 
taxpayers who do not file their final 1944 
returns by January 15 must do so by March 15. 


The Commissioner’s Bulletin.—The bulle- 
tin on Section 722 is analyzed in the article 
on page 39, ° 


oe 


| 


Form W-2—On or before January 31, 
1945, every employer must furnish form W-2 
to each employee showing total wages paid 
and total tax withheld. The third copy 
(Form W-2a) will be sent by the employer 
to the collector of his district. The first 
copy marked “Original” will provide a form 
for a simplified income tax return for an 
individual coming within its limits desiring 
to use it, or as a supporting document to 
Form 1040, or in connection with another 
Form W-2 (Rev.) used as his return. The 
“Duplicate” copy will serve as taxpayer’s 
record of wages earned, taxes withheld, and 
as his copy of his tax return if made on 
the “Original.” 


The “Original” may be used as an income 
tax return by a taxpayer whose total income 
in 1944 was less than $5,000 and consisted 
wholly of wages shown on Withholding Re- 
ceipts, or of such wages and not more than 
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$100 of other wages, dividends and interest. 
The wages in this $100 limitation are wages 
from which no tax was withheld. Taxpayers 
having income other than wages, dividends 
and interest, will use Form 1040. 


If the combined income of a husband and 
wife permits the use of the new form, they 
may combine their returns on one receipt. 
The collector will compute the tax on either 
their combined or separate incomes, which- 
ever choice is to their advantage. 


If a return is made on Form W-2 (Rev.), 
the collector will figure the tax from a tax 
table provided by law which allows about 
10 per cent of the total income for allowable 
deductions. 


If Form W-2 (Rev.) is used as a return 
it must be filed with the proper collector on 
or before March 15, 1945. The collector will 
thereupon compute the tax, crediting the 
taxpayer for the tax already paid and send 
the taxpayer either a bill or a refund for the 
difference. 


If the taxpayer got more than one receipt 
for income tax withheld during 1944, he will 
fill out and sign the last one received and 
attach the others toit. Ina combined return 
of husband and wife, the receipts of both 
must be attached to the return. 


Mr. Sherwood, Assistant Deputy Commis- 
sioner of Internal Revenue.—Mr. Sherwood, 
whose picture appears on our cover, is one 
of the very few remaining government career 
men in the top-ranking administrative posi- 
tion in the Bureau of Internal Revenue. He 
has served continuously in the Bureau of In- 
ternal Revenue since February 16, 1920, and 
held his present position since October 1, 
1927. During his career in the Bureau, Mr. 
Sherwood has successively served as Chief 
of the Stenographic Section, Returns Control 
Section, Administrative Section of the Con- 
solidated Returns Division, Travel Audit 
Section, Administrative Division, Records 
Division and Clearing Division. He is rec- 
ognized as one of the leading government tax 
authorities on the administrative provisions 
of the Internal Revenue Code, involving the 
requirements of filing returns, the assess- 
ment of deficiencies, making of refunds, the 
penalty, interest and other administrative 
provisions of the tax law. 
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The Shoptalkers: “That Ferro-Berdon tax 
plan we looked at last month really gets 
me,” began the Kid. “It seems so simple 
and inherently sensible that there just has to 
be some bugs somewhere. Why hasn't 
someone already come out with such a sim- 
ple approach ?” 

“You put your finger directly on what’s 
wrong with it,” said Philo. “It’s too simple 
and makes too much sense. A thing like that 
never has a chance to get by the politicians. 
And if it did the comma-chasers would catch 
up with it and turn it into something you’d 
never recognize. Those birds get paid by 
the word, you know. Something concise, 
and in understandable English, would never, 
never do...” 

“T’ll grant you it is stated in terms the 
closest to basic English I’ve yet seen in a 
tax plan,” agreed Star, “but important as 
that is, the language phase of it is secondary. 
It’s the basic provisions that interest me. 
I think we should run through it once again, 
point by point.” 

“T’ll second that motion,” consented Old- 
timer. “Item one throws out the old capital 
stock tax—but puts in a new one... .” 




































































































































































“There’s more to it than merely swapping 
labels, and you know it,” injected Philo. 
“Under the old one you had to place a bet 
with yourself, on your occult powers of 
guessing how you’d come out profitwise, 
or you'd be stuck with a declared-value ex- 
cess profits tax.” 

“Quite sporting, don’t you think ?” offered 
Dash. “It helped to keep the old thinking 
muscles limbered up.” 


“Sporting, perhaps,” agreed Philo, “but 
we are talking tares, not playing the ponies. 
And so far as the thinking muscles are con- 
cerned I think the crystal-ball was a better 
bet. You don’t think out future profits. At 
best you guess. Call it something more dig- 
nified if you prefer—you’d still be guessing.” 




























































































By Bert V. Tornborgh, CPA . 


“A sound, solid, sensible basis for levying 
a tax,” moaned Star. “Pretty horrible, in the 
middle of the twentieth century!” 


“What have you to say for the Ferro- 
Berdon capital stock tax?” prodded the Kid. 
“What’s good about it, if anything?” 


“Please don’t taint it with that odious term 
‘capital stock tax,’” asked Oldtimer. “The 
plan doesn’t propose any. It proposes 
throwing out the present one and replacing 
it with a ‘privilege tax’ on capital. . .” 

“A rose by any other name... ,” in- 
toned Law. 


“Not at all,” retorted Oldtimer. “The 
concept is entirely different from that of the 
capital stock tax. It is more akin to some 
of the state franchise taxes, which are usu- 
ally ‘for the privilege of doing business.’ No 
taxpayer seems up in arms for having to pay 
a State tax for that privilege. A federal tax 
for the broader and greater privilege of do- 
ing business ‘under the advantages and pro- 
tection of the U. S. form of free economy’— 
as the plan says—is fair enough.” 


“Yes,” concurred Star, “that proposal 
needs no defense. It has merit, which is 
more than can be said for some of our pres- 
ent taxes. There’s equity and fair rational- 
izing in back of it.” 


“On top of which it would be a straight, 
simple tax without tie-in to some other tax, 
without needless complications,” Dash summed 
up. “The base could be a modification of 
the present excess profits tax definition of 
invested capital, and as to point 2, the same 
would apply to borrowed capital.” 

“That part of the plan sets me to wonder- 
ing,” announced Philo, “as to the reasoning 
behind taxing borrowed capital. Isn’t that 
going to discourage business expansion, use 
of credit and so forth?” 

“On the contrary,” explained Oldtimer, 
“it should encourage real business investing of 
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equity capital. Borrowing and shoe-string 
operations get too many breaks as it is. In- 
terest is deductible, bad debts have been 
getting better treatment than the same in- 
herent kind of loss on a stock certificate. 
It seems reasonable to me to at least put 
borrowed capital on a part with permanent 
capital so far as the privilege tax is con- 
cerned.” 


“T guess I can agree with that,” reconsid- 
ered Philo. “Also putting all business enter- 
prise on the same footing—corporations, 
partnerships—as concerns the privilege tax.” 


“No argument there,” assented Dash. 
“The fact of doing business should be more 
important than the form under which it is 
done.” 


“Let’s go on to the ability-to-pay taxes,” 
suggested Star. “I take it that ability-to-pay 
is the basic tenet of the plan, with the privi- 
lege tax as a foundation, so to speak. I agree 
with placing the emphasis there. If ability- 
to-pay be such a good criterion and a justifi- 
cation for the income tax then it should 
obviously be made the basis of all taxes, or 
very nearly all.” 


“That might well be the rationalizing in 
back of point 3,” observed the Kid. “If 
graduated rates make sense for individuals 
they might also make sense for corporations. 
With some two dozen brackets for individ- 
uals, ten for corporations would seem reason- 


able. Would give expression to ability-to-pay, 
and give the smaller company a break.” 


“Point 4 is interesting,” thought Dash. 
“Many headaches would be cured by allow- 
ing dividends as a deduction, including, as 
the plan points out, the present double taxa- 


tion. Profit-distributions would automati- 
cally be encouraged. The ‘in-lieu-of-divi- 
‘dend’ exemption undoubtedly means some 
nominal allowance in the lowest bracket, to 
obviate any hardship.” 


“The last sentence seems to do away with 
section 102, the penalty tax on unreasonable 
surplus accumulation,” said Philo, “and 
coupled with making dividends an allowable 
deduction that’s all right. Above the exemp- 
tion you could, of course, only accumulate 
tax-paid earnings. If anyone wanted to do 
that it should be his privilege. The tax will 
have been paid . * 


“T see point 5 suggests a ‘personal exemp- 
tion’ for corporations,” noted the Kid. 
“There again, I suppose, what’s good for the 
individual taxpayer should be good for the 
corporate taxpayer. It certainly should help 
small business, and our whole postwar plan- 
ning should be in that general direction.” 


“Items 1 and 6 go after partnerships,” 
hesitated Star, “and I wonder if that’s very 
sound?” 


Talking Shop 


“Why not,” rejoined Oldtimer. “J. P. 
Morgan & Co. was forced to incorporate 
some years ago, to stay in the banking busi- 
ness. Intrinsically it was the same business 
the day before and the day after incorpora- 
tion. Tax should be levied consistently on 
a set of facts, should not change drastically 
with a change of business vehicle. That 
merely encourages avoidance and shenani- 
gans, seems to have no sound basic purpose.” 


“TI think,” said Star, “it’s a bit difficult to 
‘think yourself out of’ the long-prevailing 
view on partnerships so far as taxing is 
concerned, but I can think of no cogent 
objections to item 6. Maybe it’s all 
right . 


“Seems O. K. to me,” said Philo. “If we are 
going to overhaul our taxing structure we 
might as well do it up good. Half-measures 
will get us nowhere.” 


“Points 7 and 8 are self-explanatory,” 
continued Oldtimer. “Item 9 is an interest- 
ing proposal.” 


“T saw the Shoptalker had a feature article 
on that general topic in the October issue 
of “Marine Progress,” observed Law. “Titled 
‘In the Trade Winds.’ It was also given 
quite some attention at the Propeller Club 
convention and Merchant Marine Confer- 
ence last October.” 


“You’ve probably seen 
the current advertising 
campaign of the U. S. 
Lines,” contributed Philo, 
“featuring a quote from 
Beardsley Ruml, along 
with his jovial countenance, 
‘Post-war foreign trade 
can add 10% to American’s 
pay envelope. Item 9 
suggests something prac- 

Ruml tical along that line.” 


“Well, we’ve had the old China Trade 
set-up,” said Oldtimer, “allowing a certain 
tax credit based on a naive and irrelevant 
sort of allocation, and later the Western 
Hemisphere Trade Corporation tax exemp- 
tions. The latter are too restricted, too 
narrow, to really mean much as a practical 
matter, but both of these are tax law prece- 
dents for giving some breaks to business 
taking on the risks and uncertainties that 


go with venturing into the foreign trade 
field.” 


“IT wonder,” said Dash, “if the Western 
Hemisphere Trade Corporation provisions 
aren’t an expression of the good neighbor 
policy ?” 

“Probably,” replied Oldtimer, “but after the 
war, I assume, we'll want to be good neigh- 
bors with everybody—well, nearly everybody 
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—so the Western Hemisphere restriction 
ought to be removed. A trade dollar earned 
in the Middle East is as good as one coming 
from our hemisphere shores. And trade dol- 


lars will ‘make the mare go,’ no doubt about 
that.” 


“The present restriction that 95% of all 
business must be ex-U. S., and 90% of all 
activity must be active conduct of trade or 
business should unquestionably be relaxed,” 
contributed Law. “If that’s what point 9 is 
aiming at, I’m for it. As the law stands, 
and as administered by the Commissioner, 


it is more of a straight-jacket than an induce- 
ment.” 


“That’s a good part of the trouble with the 
present administration via law-amplifying 
regulations,” injected Star. “And that brings 
us to point 10 and also the mention of ‘legis- 
lative guidance,’ under ‘Principal Features’ 
of the Ferro-Berdon plan . . .” 


“All meaning what, specifically ?” inquired 
the Kid. 


“TI take it to mean,” replied Star, “that the 
future statute should leave less for the Com- 
missioner to interpret, should be more spe- 
cific. On item 10, for instance, you might 
take advance rentals as an example. Ac- 
cepted accounting practice knows how to 
treat them, but that isn’t good enough for 
the Commissioner. They have to have a 
special kind of accounting treatment for in- 
come tax purposes .. .” 


“And many, many like examples,” volun- 
teered Philo. “Well, I’m for doing away 
with all the cleavage we now have between 
business accounting and tax accounting. 
What’s accomplished with it in the end, 
except needless wrangles ?” 


“Item 17 might go a long way in the direc- 
tion of obviating that in the future, were it 
to be adopted,” Dash pointed out. 


“We certainly could do with a lot less 
bickering with revenue agents,” offered Star, 
“most of them intelligent boys but entangled 
in an administrative maze .. .” 


“Mess,” corrected the Kid. 


“c 


. which in the end counts up to noth- 
ing but waste of time and money,” continued 
Star. “How often have you had to kill good 
time on lengthy wrangles over whether 
proper depreciation rates should be one per- 
cent more or a half percent less? Many a 
taxpayer is grateful that in past years the 
Bureau cut down his rates, what with high- 
income war years and some tax savings on 
undepreciated assets that might otherwise 
have been fully written off.” 


“No argument there,” agreed Oldtimer. 
“Everyone is with you on that sort of stuff.” 
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Mental Multiplification 
Take any number of three figures. 


Now re- 
verse it. Subtract the smaller from the larger. 
You will have an answer in which the middle 
digit is nine and the sum of the first and the 


last digits is also nine. Now reverse that 
number and then add the two, and your 
answer is 1089. 


After this slight preliminary exercise in 
numbers you are ready for an introduction 
into Mr. Charles Lipkin’s (New York CPA) 
“Mental Multiplification”, a system by which 
you can take such astronomical figures as 
appear in the tax collection column of the 
Treasury Report and multiply them by any 
number—mentally. So says Mr. Lipkin, 
and he demonstrates as follows: 


“In connection with the payroll withhold- 
ing tax rates, many taxpayers might like to 
know an easy way they can multiply mentally 
by such a tax rate as 2.7%. Some might 
suggest that you need merely multiply by 
3% and then deduct a 10th by moving the 
decimal point one place to the left and sub- 
tracting. While that method ‘is good as a 
PROOF of computation, it means using pa- 
per (abhorrent to me), making several sep- 
arate computations and using more than one 
of the fundamentals of arithmetic, namely, 
both multiplication AND subtraction. Here- 
with is a shortcut: 


Let us say wage payment is subject 
to the 2.7% rate . x ae ] 





1 x 27=27, put down 7 and carry 2 7 

6x27=162+2 carried = 164, put 
it down . 

Inserting the decimal point (mark- 
ing off three places) we have 
the answer as $1.65 ($1.647). 

Let us try another one.... 84 


a A put down 8 and carry 


8x27=216+10 carried = 226, 
which is set down.... 
Marking off three places, we have 
$2.268 or $2.27. 
If the rate is 18%, the principle is the 


eee Re OA oso: 1327 
X18 

7X18=126, carry 12 ae. 6 
12+2x18=48, carry 4... te 86 


4+3x18=58, carry 5.. 886 
5+1x18=23, put it down . 23886 
The answer, then, is $238.86. All that we 
do is multiply by 27 or by 18 as we would by 
12. Notice the comparatively small carrying 
figures, as 12, 4,5 in the problem (1327 x 18).” 
(Mr. Lipkin’s book may be had for 25 cents. 
Address Charles Lipkin, 249 W. 34th St. 
New York, N. Y.—Editor) 
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INTERPRETATIONS 


Court... Administrative 


SUPREME COURT 


Basis for gain or loss: Section 276c (3), 
Chandler Act construed.—Section 276c (3) 
of the Chandler Act confines the application 
of Sections 268 and 270, in 77B proceedings, 
to proceedings pending when the Chandler 
Act became effective (September 22, 1938). 
Consequently, taxpayer’s acquisition of all 
the assets of an insolvent debtor corporation 
which arose out of proceedings which had 
been closed by final decree of March 1, 1937, 
was not subject to Sections 268 and 270, and 
the basis to the taxpayer of the property so 
acquired was not the fair market value of the 
property as required by Section 270. 


Conclusiveness of Tax Court’s findings.— 
The Tax Court’s findings as to the original 
cost of the building and as to year in which 
deductions for decorating and repairs should 
be taken were approved on the theory of the 
Dobson case, 320 U. S. 489, 44-1 ustc J 9108. 
S. Ct., Claridge Apartments Company v. Com- 
missioner of Internal Revenue, 44-1 ustc 
q 9532. 


Campaign expenses of taxpayer seeking 
election as judge.—Campaign expenses of a 
judge seeking election are not expenses in- 
curred in being a judge but are expenses in- 
curred in trying to be a judge for the next 
term. Consequently, such expenses are not 
deductible as “ordinary and necessary ex- 
penses paid or incurred in carrying ona trade 
or business” within Code Sec. 23 (a) (1) (A). 
Nor do such expenses constitute a loss in- 
curred in a “transaction entered into for profit” 
within the meaning of Code Sec. 23 (e) (2) 
since the taxpayer’s outlays were not used 
to buy the election but only to buy the op- 
portunity to persuade the electors. Sec. 121, 
1942 Act, which provided for the deduction 
of non-business expenses under Code Sec. 
23 (a) (2), did not have the effect of allow- 
ing campaign expenses to be deductible. 
Four dissents. S. Ct., Michael F. McDonald, 
Petitioner, v. Commissioner of Internal Reve- 
nue, 44-2 ustc J 9516. 


APPELLATE AND 


LOWER COURTS 
Bad debts: Parent’s guaranty of child’s 
margin account.—Payments to a brokerage 


company by taxpayer on account of her 
guaranty against losses sustained by reason 


Interpretations 


- 


of the margin account of her daughter were 
disallowed, the decision of the Circuit Court 
being based on the findings of the Tax Court 
that taxpayer, when she executed the guar- 
anty, had no intention of ever asserting a 
claim against her daughter if taxpayer were 
compelled to pay for any loss thereunder, and 
that the case failed to demonstrate a trans- 
action of debt, rather than one of donative 
intent. CCA-2, Cornelia B. Hoyt, Petitioner, 
v. Commissioner of Internal Revenue, Respond- 
ent, 44-2 ustc J 9517. 


Assumption of debts by transferee corpo- 
ration.—Assumption by taxpayer of liabili- 
ties of another corporation, all of whose 
assets were acquired by it as a holder of all 
of such corporation’s stock, was a capital 
transaction, and interest paid, which had ac- 
crued on such corporation’s debentures be- 
fore such transaction, was not interest within 
the meaning of Sec. 23 (b), 1938 Act. The 
Circuit Court further held that neither are 
the amounts so paid to be considered as divi- 
dends in determining taxpayer’s undistrib- 
uted Title 1A net income under Sec. 405, 1938 
Act. CCA-2, Rodney, Incorporated, Petitioner, 
v. Commissioner of Internal Revenue, Respond- 
ent, 44-2 ustc { 9508. 


Application of Code Sec. 27 (a) (4).—The 
Court approves the disallowance of a divi- 
dends paid credit on the finding of the Tax 
Court that taxpayer failed to prove that any 
indebtedness at the close of business on De- 
cember 31, 1937, or any renewal thereof, ex- 
isted and was paid off in 1939, where loans 
were made during 1936, 1937 and 1938, se- 
cured by new accounts receivable under a 
so-called “revolving fund” or renewable credit 
loan plan of bank financing which enabled 
taxpayer to make continuous daily !oans 
without the necessity of discharging old 
notes and making new ones. Such indebted- 
ness was paid off in 1939 by a loan made at 
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another bank, under which notes secured by 
assigned accounts receivable were accepted. 
It was taxpayer’s claim that it was entitled 
to a credit in 1939 equivalent to its said bank 
indebtedness outstanding December 31, 1938, 
notwithstanding such amount was in excess 
of that existing on December 31, 1937. 
CCA-3, Quaker Rubber Corporation, Peti- 
tioner, v. Commissioner of Internal Revenue, 
Respondent, 44-2 ustc J 9518. 


Devices to escape taxation.—An exchange 
of stock of a wholly owned California corpo- 
ration for all the stock of a corporation or- 
ganized at Nassau in the Bahama Islands 
(where there was no income tax) did not re- 
sult in a taxable gain under Sec. 112 (i), 1936 
Act, where taxpayer, as such sole stockholder, 
was a non-resident alien at the time and the 
exchange took place outside the United States. 
The receipt, four months later, of dividends 
in complete liquidation of the California cor- 
poration by taxpayer, who was then a non- 
resident alien actually engaged in trade or 
business in the United States, was taxable to 
him, the profit therefrom being derived from 
sources within the United States, and on the 
further grounds that (1) the Nassau corpo- 
ration, lacking a business purpose, was or- 
ganized by taxpayer with the object of escaping 
taxes, and (2) the exchange of stock of the 
Nassau corporation and the subsequent liqui- 
dation of the California corporation were 
merely steps in the plan of tax avoidance, 
and the separate juristic existence of such 
foreign corporation should, therefore be ig- 
nored for tax purposes. The Circuit Court 
further holds that, since the trial before the 
Tax Court proceeded on the theory of tax 
avoidance by means of such form of liquida- 
tion, and not on the original exchange of the 
shares of stock, taxpayer cannot complain 
that the issues were not confined to the ex- 
change transaction as set out in the deficiency 
notice and the pleadings. CCA-4, William 
C. Hay, Petitioner, v. Commissioner of Internal 
Revenue, Respondent, 44-2 ustc § 9522. 


Continuation of partnership after death 
during period of administration.—Where a 
surviving partner, under agreement with the 
heirs of the deceased partner, continued to 
carry on the partnership business without 
order of court, all of which was, subsequent 
to the taxable years, approved by order of 
court on application of the administrator 
later appointed, it is held by the Circuit Court 
that the income from such partnership busi- 
ness was properly taxable to the estate as 
income received by an estate “during the pe- 
riod of administration or settlement of the 
estate” within the meaning of Sec. 161 (a) 
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(3), 1936 Act. The orders of the state court 
were held to be valid and conclusive as to 
the continuation of the partnership business 
in the absence of fraud or collusion. One 
dissent. CCA-5, Walter A. Frederich, et al, 
Petitioners, v. Commissioner of Internal Reve- 
nue, Respondent, 44-2 ustc J 9510. 


Corporation buying own bonds at less than 
maturity value.—A corporation realized tax- 
able gain on its own bonds purchased by it 
before maturity at less than par value. Al- 
though the bonds had not been surrendered 
to a trustee controlling a sinking fund set up 
for retirement of the bonds, the Tax Court 
properly inferred from the evidence that the 
bonds in question were bought for retire- 
ment. CCA-6, Tennessee Consolidated Coal 
Company, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent, 44-2 ustc ¥ 9528. 


Application of Code Sec. 23 (a) (2), added 
by 1942 Act.—Taxpayer acquired a ten-year 
lease of lake and timber land as part of an 
investment plan to enlarge his holdings and 
as accessory to his timber business repre- 
sented by his various stock interests. The 
leased property was originally designed by 
taxpayer for profitable use as a recreational 
site but that project did not materialize and 
no income therefrom was realized. Since the 
payments of rent, taxes and other mainte- 
nance charges were not made by taxpayer in 
connection with his business as a lumberman 
or with any business carried on upon the 
leased property, nor for the management, 
conservation or maintenance of property 
held for the production of income, as so 
found by the Tax Court, it is held by the 
Circuit Court that such expenditures are not 
deductible either under Code Sec. 23 (a) (1) 
(A) or Sec. 23 (a) (2). CCA-6, J. H. Walker, 
Petitioner, v. Commissioner of Internal Reve- 
nue, Respondent, 44-2 ustc J 9529. 


Bankruptcy sale as reorganization.— Some 
of the bonds (approximately 30 percent) of 
the insolvent were acquired by the taxpayer 
corporation in exchange for its own stock, 
and approximately 70 percent were acquired 
for cash, with the result that the taxpayer 
owned 98.7 percent of all the bonds. The tax- 
payer then purchased the insolvent’s assets 
from the receiver, paying a small amount in 
cash and the balance in the insolvent’s bonds. 
The Court holds that there was a reorgani- 
zation within Sec. 112 (i), 1932 Act, and, 
therefore, the taxpayer is entitled to the 
transferor’s basis under Sec. 113 (a) (7). 
The Commissioner’s contention, that since 
only approximately 30 percent of the origina! 
bondholders remained constant the statutory 
requirement of a continuance of 50 percent 
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interest or control in the same persons or any 
of them was not met, was dismissed since the 
argument disregards the effect of the quali- 
fying phrase “or any of them”. CCA-7, 
Commissioner of Internal Revenue, Petitioner, 
v. Bankers Farm Mortgage Company, Re- 
spondent, 44-2 ustc J 9526. 


Taxability of income from trust for sup- 
port of ex-wife and children.—As part of a 
property settlement in a divorce proceeding 
taxpayer transférred certain property in 
trust for the benefit of his wife and children 
under a trust agreement which provided that 
if the dividends on certain stock did not equal 
a given amount taxpayer would make up the 
difference, and if later all the dividends were 
paid, the trustee would repay taxpayer the 
amount of such difference. The Circuit Court 
holds that: (1) the indemnity provision im- 
posed a continuing obligation on taxpayer’s 
part for alimony and support of the minor 
children and was not in lieu thereof; (2) the 
decision of the local court is not binding in 
such case for Federal income tax purposes; 
and (3) under the terms of the trust the 
amount which taxpayer must pay is limited 
to his maximum guarantee of $10,000 which 
was intended first of all to cover amounts 
for the support of his minor children and 
only the balance was the amount to be guar- 
anteed to the wife. It was accordingly held 
that taxpayer was taxable for 1935, 1936, and 
1937 on such $10,000 guaranteed amount of 
income but not for an additional $3,550 which 
was required for the support of the children. 
CCA-6, Mar E. Friedmann, Petitioner, v. 
Commissioner of Internal Revenue, Respond- 
ent, 44-2 uste J 95235. 


Contracts restricting payment of divi- 
dends.—Where a bank’s letter to taxpayer 
offering to loan it money with which to con- 
struct a building enclosed the form of notes 
to be executed which recited therein a re- 
striction against payment of cash dividends, 
and such offer was accepted on January 17, 
1936, but the loan was not consummated by a 
request therefor and by the execution of such 
notes until May 15,-1936, it was held by the 
Circuit Court that there was no effective 
contract between the parties prior to the 
critical date of May 1, 1936, and the credit 
under Sec. 26 (c) (1), 1936 Act, was accord- 
ingly denied. CCA-7, Rahr Malting Co., 
Plaintiff-A ppellant, v. The United States of 
America, Defendant-A ppellee, 44-2 ustc J 9507. 


Assignment of partnership interest to 
sons: Retention of control.—The taxpayer 
assigned to himself as trustee a fifteen per 
cent interest in his business for each of his 
two sons. The Court held that the taxpayer 


Interpretations 


was taxable on all the income from the busi- 
ness since under the trust instrument he had 
absolute power of control and management 
of the trust estate and the sons could not sell, 
transfer, or encumber the interest, nor could 
the sons bequeath such interest to any but 
heirs of the body. CCA-10, A. R. Losh and 
Jennie C. Losh, Petitioners, v. Commissioner of 
Internal Revenue, Respondent, 44-2 ustc § 9513. 


Basis for gain or loss: Stock reacquired by 
donor from trust.—Where taxpayer, as donor 
of a trust created by her, reacquired the en- 
tire corpus of the trust, including many, if 
not all, of the stocks which were original 
assets of the trust, pursuant to provisions of 
such trust which permitted two of the trus- 
tees other than the donor to reconvey, upon 
her written request, such stock in their sole 
discretion, the controlling statutory provi- 
sion with respect to the basis for determining 
loss upon sale of the reacquired stock is Code 
Sec. 113 (a) and not Code Sec. 113 (a) (2). 
The District Court held that taxpayer, by 
vesting such discretion in the trustees (three 
of whom originally were children of the donor 
and beneficiaries of the trust), retained an 
interest in the stock so as to prevent anyone 
but herself from having an outright owner- 
ship therein. DC Mass., Alice H. Burrage v. 
Thomas B. Hassett, Collector of Internal Reve- 
nue, 44-2 ustc J 9520. 


Plan of reorganization under 77B: Prior 
insolvency.—Shares of common and preferred 
stock of Madison Mortgage Corporation be- 
came worthless in 1936 when that company 
and its subsidiary, Equitable Mortgage & 
Title Guarantee Company, became insolvent 
and the trustee in 77B proceedings of the 
former ceased the carrying on of the com- 
pany’s business and sold its furniture, and 
not in 1937 when a plan of reorganization of 
Madison, under which the stockholders would 
receive nothing, was approved by the court. 
DCN. Y., Rose H. Peyser, Plaintiff, v. United 
States of America, Defendant, 44-2 ustc J 9519. 


Sale of stock of Central Public Utility Cor- 
poration.—The preferred and Class A stock 
of Central Public Utility Corporation did not 
become worthless in 1938 merely because 
taxpayer, on an attempted sale thereof in 
December of that year, was advised by his 
stockbroker that the tax for making the sale 
would exceed the selling price, when the evi- 
dence showed that such corporation was still 
a going concern, although in financial straits, 
and its stocks and bonds were being traded 
in, as were also the stocks of its subsidiaries. 
Taxpayer failed to show that such stock had 
some intrinsic or potential value at the close 
of the previous year. Refund denied. DC 
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Minn., First National Bank of Minneapolis, a 
National Banking Association, as Executor of 
the Estate of Edward Dawson Brande, De- 
ceased, Plaintiff, v. United States of America, 
Defendant, 44-2 ustc J 9514. 


TAX COURT 

Distributions by corporations: Partial liq- 
uidation.—The acquisition in 1940 by a cor- 
poration of its shares for purpose of retirement 
is within Code Sec. 115 (c) and (i), treating 
the gain to the shareholder as short-term 
capital gain no matter how long shares were 
held by him and regardless of plan for ex- 
pansion or nonliquidation of corporate busi- 
ness, since partial liquidation under the statute 
refers literally to a distribution in cancella- 
tion or redemption of a part of the corporate 
shares. Accordingly, taxpayer’s claim that 
the amount received by him was from the 
sale of a capital asset and should be treated 
as a long-term capital gain was disallowed. 
Taxpayer was fully advised by the provision 
on his certificates that such shares could be 
purchased by the corporation and if pur- 
chased pursuant to the articles of incorpora- 
tion must be retired. The Tax Court holds 
that his lack of knowledge of corporate in- 
tent to retire the stock is immaterial. Hamil- 


ton Allport and Gile Allport v. Commissioner, 
CCH Dec. 14,248. 


Fiscal year ending October 31, 1936: 1934 
Act applicable.—A corporation with no “earn- 
ings or profits accumulated after February 
28, 1913”, made distributions out of current 
earnings or profits in July and October of its 
fiscal year ended June 30, 1937. The Tax 
Court holds that the distributions do not con- 
stitute taxable dividends to a shareholder 
whose fiscal year ended October 31, 1936. 
Such distributions are not dividends within 
the meaning of Sec. 115 (a) of the Revenue 
Act of 1934, which is controlling in respect 
of the fiscal year of the shareholder ended 
October 31, 1936. Edna C. Gutman, 45 BTA 
836, CCH Dec. 12,186 distinguished. Estate 
of Harold M. Lehman, Deceased, Cecile S. 
Lehman, Allan S. Lehman, Monroe C. Gutman, 
and Herbert H. Lehman, Executrix and Exec- 
utors v. Commissioner, CCH Dec. 14,223. 


Net operating loss deduction: Carry-over 
to 1942.—A corporate net operating loss of 
the calendar year ended December 31, 1941, 
for determining the carry-over as a net oper- 
ating loss deduction for the calendar year 
1942, is to be determined under Sec. 122 (d) 
(4), as amended by section 150 (e) of the 
Revenue Act of 1942, under which amend- 
ment all capital losses and all capital gains 
are treated together without regard to whether 
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they are long-term or short-term gains or 
losses. Moore, Incorporated v. Commissioner, 


CCH Dec. 14,251. 


TAX COURT— 
MEMORANDUM OPINION 


Trust income not taxable to trustee hav- 
ing no control thereof.—Taxpayer’s father 
executed a purported trust, taxpayer as trus- 
tee, which provided that taxpayer would pay 
5 per cent of the value of the estate to his 
father, annually, for life. Upon death of the 
grantor, the corpus of the estate, accumu- 
lations and profits, were to become the 
unconditional property of the son. In the tax- 
able years, the taxpayer paid his father $1,340 
annually, a figure representing 5 per cent of 
the value of the estate. The trust had earn- 
ings in excess of $1,340 annually. Taxpayer, 
in fiduciary returns, deducted $1,340 each 
taxable year. The beneficiary included, for 
each year involved, the sum of $1,340 as tax- 
able income. The Commissioner included 
the entire income from the trust in taxpayer's 
income, claiming it was taxable under Code 
Sec. 22 (a). The Tax Court holds that it was 
immaterial whether a strict trust was exe- 
cuted, or whether a conveyance of a freehold 
estate resulted, if the taxpayer had no inter- 
est in the current income from the trust 
property. Since he had no right to such in- 
come during the grantor’s life, and since any 
balance after annual payment to the grantor 
had to be accumulated, the income was not 
the taxpayer’s and he was not taxable thereon. 
F. R. Dulany and L. H. Dulany v. Commis- 
stoner, CCH Dec. 14,252(M). 


Expenses of locomotive engineér away 
from home.—Taxpayer, a locomotive engi- 
neer for the Missouri-Kansas-Texas Rail- 
road Co., was away from his home in Parsons, 
Kansas, where he resided for many years, 
for a total of 287 days during the taxable year 
1941 due to his employment on a switch en- 
gine at Osage and Muskogee, Oklahoma, for 
different periods during the year, and on a 
local freight train between Parsons and Mus- 
kogee for another period. Under the “senior- 
ity roster” which determined taxpayer’s rights 
to employment with the railroad, he was re- 
quired to proceed anywhere within a pre- 
scribed district which included the places of 
employment mentioned. The Tax Court 
holds that taxpayer is entitled to deduct ex- 
penditures of $116.60 for lodging and $301.35 
for meals while away from his home as 
travelling expenses in the pursuit of a trade 
or business under Code Sec. 23 (a) (1), on 
the ground that such absence from home was 
a necessary condition of his employment and 
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was in its nature temporary at any particular 
location. Clarence Whitcomb Todd v. Com- 
missioner, CCH Dec. 14,245(M). 


Accrual of insurance proceeds.—Taxpayer 
carried “Use and Occupancy Insurance” with 
several companies. In 1939, one of its plants 
was destroyed by fire and taxpayer entered 
into negotiation with adjusters acting for the 
insurance companies. A loss figure of 
$76,510.47 was agreed upon, to be prorated 
among the insurance companies, conditioned 
upon waiver by the insurance companies of a 
co-insurance clause covering certain other 
items, which the adjusters had no authority 
to waive. If the co-insurance clause was not 
waived, the amount of loss was to be rene- 
gotiated. The taxpayer received $39,849.20 
in the fiscal year ended November 30, 1939, 
from the insurance companies, and $36,661.27 
in the fiscal year ending November 30, 1940. 
On an accrual basis, the taxpayer included 
only $22,414.58 in taxable income for the fis- 
cal year ended November 30, 1939, and the 
balance was returned in the return for 1940. 
The Commissioner argued that the fire which 
occurred in June 1939 was an event sufficient 
to require accrual of the total recovery, and 
in the alternative, that an accord between the 
parties was completed in the taxable year 
1939. The Tax Court holds that all the events 
necessary to fix the liabilities of the parties 
did not occur in the taxable year and the tax- 
payer, therefore, was not required to accrue 
the total indemnity it received in the taxable 
year 1939. The fire itself gave rise only toa 
contingent liability and no accord between 
the parties was reached in the taxable year, 
since the contingency of the waiver was so 
substantial that the amount of liability could 
not be fixed until the insurance companies 
made payment. Since the taxpayer received 
$39,849.20 in full settlement of certain of its 
policies in the fiscal year ended November 
30, 1939, however, to that extent there was an 
accord, and this amount was taxable for that 
fiscal year. Georgia-Carolina Chemical Com- 
pany v. Commissioner, CCH Dec. 14,242(M). 


Deductions: Expenses of brakeman away 
from home: Daily run: Meals and medical 
expenses.—Deductibility of expenses was 
denied a brakeman upon a railroad for meals 
and medical services while away from home 
where it was shown that his average daily 
run was 12 hours and he returned to his 
home each day at the end of the run and was 
not required to remain at an away-from- 
home terminal before beginning the return 
run to his home terminal. Alvin A. Hataway, 
Jr. v. Commissioner, CCH Dec. 14,236(M). 


Interpretations 


Deductions: Bad debts: Additional inter- 
est charged off: Principal and interest other- 
wise collectible: Debt of another.—Taxpayer 
made a large loan to a corporation with inter- 
est stipulated at 6% per annum which was 
fully paid up to the date of retirement of the 
loan. Taxpayer claimed it was entitled to a 
further allowance of 2% interest on such 
loan, ‘payment of which was to be deferred 
until such retirement, but same was not paid 
at the time because taxpayer desired to defer 
pressing claim therefor against an officer of 
the borrowing corporation, who was the 
owner of all its stock and the endorser on the 
corporation’s note to taxpayer, and whose 
estate was being administered by taxpayer. 
The Tax Court disallowed a claim of loss of 
such interest, as a debt becoming worthless 
during the taxable year 1939, on the ground 
that the evidence did not clearly show that 
the additional interest was not the obligation 
of the corporation itself and not of its said 
officer; or in the alternative that, if such ob- 
ligation was that of the officer, there was no 
evidence that a claim was ever made against 
his estate and that the estate became and was 
insolvent during the taxable year. Kings 
County Trust Company v. Commissioner, CCH 
Dec. 14,237(M). 


Accounting period and methods: Book- 
making.—Taxpayer was engaged in book- 
making which was transacted at his home 
almost entirely by telephone. He kept a 
record each day of the total amounts of the 
bets upon race horses placed with him, which 
records showed the amounts that he won or 
lost, and included any expenses paid out by 
him which were incident to his business. The 
daily record sheets were forwarded to his 
accountant who kept a book record thereof 
for the entire year. On the basis of the total 
bets received the Commissioner increased 
the net income of $1,990.75 reported by tax- 
payer to $11,971.60 on the ground that, since 
the daily slips made out by taxpayer of each 
bet placed by his patrons were not produced, 
it must be presumed that taxpayer made a 
profit of at least 10 per cent upon the gross 
bets placed with him, as that percentage is 
the amount taken out for the racing associa- 
tion at pari-mutuel racing tracks. The Tax 
Court holds that taxpayer’s sworn statement 
was in accord with the book records, and 
that such evidence was sufficient to sustain 
taxpayer’s burden of proof to overcome the 
Commissioner’s prima facie determination 
based upon his arbitrary assumption of profit. 
Frank McDonald v. Commissioner, CCH Dec. 
14,232(M). 
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Losses by corporations not otherwise de- 
ductible.—Taxpayer claimed abandonment of 
a bulkhead constructed in 1917 which it was 
unable to use in 1940 when it became neces- 
sary to move its molasses plant and tanks 
from its old site, because the bulkhead due to 
age and lack of repair, would not suffice for 
the heavy load of new tank loads. The evi- 
dence failed to show that such land and bulk- 
head had no present value for other purposes, 
although during the taxable year the same 
was transferred to another in exchange for 
dockage rights and rights of way granted 
which had an undisclosed value to taxpayer. 
As pointed out by the Tax Court, it might 
have been possible, so far as the record shows, 
to have repaired the bulkhead at small ex- 
pense so that it would have served for ordi- 
nary purposes. For lack of proof that the 
bulkhead was worthless during the taxable 
year, the Tax Court disallowed a claim of 
loss under Code Sec. 23 (f) in the amount of 
its unrecovered balance of cost. Boston Mo- 
lasses Company v. Commissioner, CCH Dec. 
14,231(M). 


Property acquired with stock: Unrealized 
increment.—During 1939 corporation A, or- 
ganized for the purpose of acquiring the res- 
idue of a decedent’s estate, made a distribution 
to its stockholders of shares of stock of an- 


an early victory. 








Before you cash a bond, ask yourself: “Is the emergency so great that I must 


A BOND IS YOUR SHARE IN VICTORY 


A War Bond is evidence of your determination to back our fighting men for 


It also represents your financial security and your postwar prosperity. 


Don’t cash a bond except in an emergency. 


other corporation which had been acquired 
by A in 1932 by the issuance of its own stock, 
It was contended by the Commissioner that 
the distribution to taxpayers of such shares, 
which had appreciated in value since their 
acquisition by A, constituted a realization of 
income to the extent of the increment. As 
of January 1, 1939, A had no accumulated 
earnings or profits available for dividends, 
and only current earnings were available as 
dividends to the stockholders during the tax- 
able year. Taxpayers conceded that the dis- 
tribution must be considered a dividend to 
the extent of the corporation’s earnings for 
such year. The Tax Court holds that the 
increment in the value of the stock distrib- 
uted in kind did not augment the earnings 
and profits of A, and that the distribution 
not out of current earnings or profits did not 
represent dividends as defined by Code Sec. 
115 (a), but a return of'capital (under Code 
Sec. 115 (d)) to be applied against the cost 
basis of A’s stock in the hands of taxpayers. 
Charles Russell McLean; Mildred Washburn 
McLean, Deceased, Charles Russell McLean, 
Executor; Estate of John L. Washburn, De- 
ceased, Martha Hooker Washburn, Executrix; 
Genevieve Washburn; Hope Washburn; Mar- 
tha Hooker Washburn; Ruby Washburn; Ab- 
bott M. Washburn v. Commissioner, CCH Dec. 
14,224(M). 



















reduce my support and withdraw these dollars from the battle to win the war— 


and the peace?” 


You gain and your country gains when a bond is not cashed before maturity. 
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Post-war Tax Problems 


By ROY G. BLAKEY 


wed experience and foreseeable needs 
both indicate that postwar government ex- 
penditures and taxes will be very heavy. 
The expenditures and taxes of the national 
government were six times as high follow- 
ing the Civil War as preceding it. In the 
decade preceding World War I they aver- 
aged about $% billion and in the decade be- 
ginning two years following that war, they 
averaged about $4 billion, five or six times 
the prewar average. Interest on the na- 
tional debt at the end of this war will 
probably amount to $6 billion annually. 
When to this and ordinary expenditures are 
added those for maintenance of the post- 
war military establishment, aid to veterans, 
Social Security, assistance to foreign coun- 
tries, etc., the sum is variously estimated at 
$18-25 billion. State and local expenditures 
will probably amount to $10 or $11 billion 
in addition, thus presenting a total tax bill 
of $28 to $36 billion. 

The prospect is that individuals and busi- 
nesses will have very high taxes as far 
ahead as can be seen. During the last few 
decades, and especially since World War I, 
government expenditures and taxes have 
increased greatly, and all units and areas of 
government have been raising tax rates, 
searching for more and more sotrces of 
revenue and adopting numerous taxes al- 
ready used by other units or levels of gov- 
ernment. Asa result, even before this war, 
federal, state and local governments were 
impinging heavily upon the various sources 
of revenue to which each of the others 
thought it had prior and superior claims. 


Three Partial Remedies 


The three principal ways the burdens of 
prospective postwar taxes can be lightened 
are by (1) seeing that government performs 
only really useful services which are needed 
and which it can provide more advanta- 
geously than any other agency; (2) improving 
administration—making it as efficient and 
economical as possible; and (3) maintaining 
higher and steadier levels of national in- 
come than before the war. Number (1) 
does not mean that the government should 
fail to perform really needed services which 
the public can afford and which it can pro- 


vide most advantageously, but, if (1) and 
(2) are to be achieved fully. or even approx- 
imately, there must be (a) a thorough re- 
examination of all important government 
services and their administration, and a de- 
termination of which are most worth while; 
and (b) an assignment of their performance 
to the various units of government that can 
and will provide them most efficiently. 
Various taxes should be allotted to those 
jurisdictions which can administer them 
most efficiently and it is to be hoped that 
this will result in the allotment of funds in 
proportion to the needs for services. 


Inasmuch as all units of government, as 
well as private individuals and enterprises, 
draw their funds from the same pool of 
national income, it is more or less obvious 
that there should be coordination of public 
services and expenditures if the best and 
most satisfactory use is to be made of this 
income. 


ALarger and Steadier National Income 


The maintenance of a much higher and 
steadier national income after the war is 
fully as important as efficient public admin- 
istration in the easing of the tax burdens. 
The amount of postwar national income 
will depend much upon the success of the 
crucial war-to-peace shifting of servicemen, 
war workers, machinery, and natural re- 
sources from waging war to meeting peace- 
time civilian needs. The chief difficulties 
of achieving the ideal of preventing unem- 
ployment are psychological and _ political, 
rather than physical, as is shown by our 
doubling of production (national income) 
in the last five years. 

Government can help the crucial war-to- 
peace reconversion chiefly by providing a 
favorable atmosphere for legitimate private 
enterprise, by the proper planning and tim- 
ing of public improvements and investments, 
and probably also by wise, temporary con- 
trol of some prices immediately following 
the war, by proper policies with respect to 
war contract cancellations, disposition of 
war inventories and plants, and in numerous 
other ways. But the main way in which the 
government can help is by providing the 
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proper dependable environment in which 
able and efficient managers and workers can 

7 produce and exchange freely, This can be 
done most effectively by providing proper 
monetary, banking and fiscal systems, by 
developing proper labor and industrial con- 
ditions and means of mediating differences, 
and by eliminating trade restrictions and 
preventing monopolies, or regulating them 
in the public interest. 

Government-made taxes are a part of the 
environment that sometimes needlessly re- 
stricts production and employment. For 
example, extremely high excess-profits and 
other taxes may reduce incentives to invest- 















ment, production, and employment and jn. 
crease the inflation that they are expected 
to restrain. On the other hand, the failure 
to tax or otherwise restrict excessive war 
profits may aggravate labor, reduce produc. 
tion, and lose a war. 


Basic Difficulties 


If the people of the United States really 
want to reduce taxes, enlarge and stabilize 
the national income, and promote the gen- 
eral welfare most substantially, they should 
tackle the main root of their trouble—war, 
Our tax problems are serious enough, but they 
are largely symptoms of more basic problems. 


[The End] 
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T HE Revenue Act of 1943 is the first reve- 
nue raising measure ever to be vetoed by a 
president and the first ever to be passed over 
veto. The political storm which engulfed 
Congress and the President over the bill’s 
passage centered in large measure over the 
so-called “relief” provisions found in the 
bill. A scrutinization of these controversial 
provisions in the light of the situations which 
they were designed to change may serve to 
focus the issue more clearly for the reader 
whose opinions are yet to be crystallized. 
Specifically, the President’s veto message 
criticized five “relief” provisions in the bill 
as being special privilege measures. They 
were the provision for non-recognition of 
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‘‘Relief Provisions’ in the 


Revenue Act of 1943 


By JAMES E. FAHEY, Member of the Kentucky Bar 


gain or loss on corporate reorganizations 
carried on under court supervision and the 
concomitant “basis” provision, the extension 
of percentage depletion to certain minerals 
which were theretofore denied its use, a pro- 
vision making optional to taxpayers in the 
timber or logging business an accounting 
procedure which would enable them to treat 
the cutting of their timber as the sale of a 
capital asset, the extension of favored ex- 
cess profits tax treatment formerly given 
only to producers of minerals and timber to 
producers of natural gas, and a broadening 
of the existing exemption of air mail carriers 
from excess profits taxes. 
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I. Reorganization of Certain Insolvent 
Corporations 


The underlying purposes of the reorgani- 
zation provisions were to relieve certain 
types of “realized” income from recognition 
for tax purposes and thus permit readjust- 
ment of business enterprise unhampered by 
a premature tax. The increased value of the 
assets involved was not freed from tax. 
Rather, by means of appropriate “basis” pro- 
visions, the gain or loss was merely post- 
poned until a transaction occurred which was 
more nearly in line with the common view 
of a tax incident. Moreover, it was the the- 
ory of the reorganization provisions that 
they should operate to relieve against the 
recognition of gain or loss only in situations 
where the taxpayer’s proprietary interest in 
the affected corporation continued in some 
modified corporate form. This restriction, 
prior to the amendments contained in the 
Revenue Act of 1942, was accomplished by 
permitting tax-free exchanges of corporate 
stocks, or securities for other stocks or 
securities or property only where the transac- 
tion took place pursuant to a plan of “reor- 
ganization”, the latter term being defined to 
include only situations in which the interest 
of the taxpayer continued and in which the 
imposition of a tax would seem unreason- 
able. But the technicalities of the reorgan- 
ization provisions and the inverted pyramid 
of appellate procedure in tax cases inevitably 
caused confusion and uncertainty with re- 
spect to the tax consequences of reorgani- 
zation. After a checkered career in the circuit 
courts of appeals, it was decided by the Su- 
preme Court (Bondholders Committee v. Com- 
missioner, 315 U. S. 189 (1942); Palm Springs 
Holding Corp. v. Commissioner, 315 U. S. 185 
(1942); Helvering v. Alabama Asphaltic Lime- 
stone Co., 315 U. S. 179 (1942)) that under 
the pre-1934 definition a reorganization had 
occurred despite the fact that old stockhold- 
ers were eliminated from participation in the 
new company’s securities because the bond- 
holders had, upon the moment they invoked 
the processes of the law (institution of bank- 
ruptcy, receivership, or foreclosure proceed- 
ings) to enforce their rights, stepped into the 
Shoes of the old stockholders. The subse- 
quent sale “did nothing but recognize offi- 
cially what had before been true in fact.” 


While qualification of the reorganization 
under the income tax reorganization sections 
was the primary problem for the Court’s at- 
tention in certain cases, it was not the ulti- 
mate object of the taxpayers. In cases where 
a “reorganization” occurs, the acquiring cor- 
poration takes as its basis for the calculation 
of taxable gain or loss in subsequent “recog- 
nizing” transactions, the basis which the 
acquired properties bore in the hands of the 
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transferor corporation. This basis is also to 
be used in determining such deductions from 
ordinary income as depreciation and bad 
debts and in computing the acquiring corpo- 
ration’s credit for excess profits tax purposes. 


As a result the tax consequences of a re- 
organization are not confined to the mere 
question of recognition of gain or loss to the 
stockholders in the particular transaction 
itself, but extend many years into the future 
of the new corporation affecting recurring 
tax liabilities of many millions of dollars. 
The question posed for legislative answer 
was: Should the corporation as reorganized 
keep the benefits of the old insolvent com- 
pany’s high tax basis? Congress decided 
that it should and set about to accomplish the 
result desired by amending the “reorganiza- 
tion” sections. The first step came in the 
Revenue Act of 1942, which provided for the 
carry-over of the transferring corporation’s 
tax basis in cases where the properties of 
railroad and street railway corporations were 
transferred to other railroad or street rail- 
way corporations organized or made use of 
to effect a plan of reorganization approved 
by a court in a proceeding under Section 77 
of the Bankruptcy Act or in an equity re- 
ceivership proceeding. In the Revenue Act 
of 1943, this benefit was extended to all cor- 
porations undergoing insolvency reorgani- 
zation under court supervision. The new 


Act accomplished the benefit by providing 


that no gain or loss should be recognized 
upon the transfer of property pursuant to an 
order of a court having jurisdiction of the 
corporation in a receivership proceeding or 
a proceeding under Section 77B or Chapter 
X of the Bankruptcy Act to a corporation 
organized or made use of to effectuate a plan 
of reorganization approved by the court in 
exchange solely for stock or securities in the 
transferee, and further, that in all such trans- 
actions the basis of the property acquired in 
the hands of the acquiring corporation should 
be the same as it would be in the hands of 
the corporation whose property was so ac- 
quired. Compliance with the income tax 
definition of reorganization is no longer re- 
quired (Revenue Act of 1943, Section 121 
(d) (4)). 

The amendments to the Code are made 
retroactive as if they had been a part of the 
law from the Revenue Act of 1934, but they 
are to have no effect on income tax liability 


for any year beginning before January 1, 
1943. 


II. Extension of Percentage Depletion to 
Minerals Formerly Denied Its Use 


Sound accounting practice has long recog- 
nized that the gradual exhaustion of a body 
of ore is an element of expense which should 
be taken up, as are operating expenses, in 
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each fiscal period during which minerals con- 
tinue to be won from the mine. No true 
picture of net income from the accountant’s 
standpoint can be arrived at without an al- 
lowance of this character. Thus, the capital 
invested in mineral property must be appor- 
tioned over the period that the ore is mined 
and recovered from the earnings of the mine 
before it can be said that the owner of the 
mine has realized income. But the Supreme 
Court, at an early date, rejected this account- 
ing analysis. The Court decided that taxation 
of the gross income from mines was not a 
direct tax on capital which had to be appor- 
tioned. Since such a tax was within the 
authority of the Sixteenth Amendment, de- 
pletion deductions were therefore relegated 
to the category of other deductions, that is, 
made dependent upon legislative grace. 


Congress, since the first income tax law, 
has provided that there may be deducted 
from gross income allowances for the deple- 
tion of minerals in which the taxpayer holds 
an economic interest. These allowances have 
been afforded upon three primary methods 
of computation: (a) cost depletion, (b) dis- 


covery depletion, and (c) percentage deple- 
tion :— 

Cost Depletion. This method allows recov- 
ery to the taxpayer of the cost or March l, 
1913, value of the ore tax-free. The invest- 
ment of the taxpayer is to be taken as his 
adjusted basis for the ore, as provided in 
Section 113 (b) of the Internal Revenue 
Code, for the purposes of determining the 
gain upon the sale or other disposition of 
such property. After this investment is as- 
certained, it is to be divided by the number 
of units of the mineral contained in the de- 
posit. The divisor used in this computation 
must necessarily be an estimate based upon 
information available to the taxpayer’s geol- 
ogists at the date of reporting his income tax 
liability. The quotient is then multiplied by 
the units sold during the year, and the total 
depletion deduction is thus ascertained. When 
the taxpayer’s basis thus arrived at is ex- 
hausted, his allowance for depletion ceases, 
since his cost has been recovered and all else 
is profit. 


Discovery Depletion. This method allows 
recovery to the taxpayer without tax, as re- 
ward for his exploration in unproven tracts, 
of the fair market value of the ore within 
thirty days after its discovery. Here again, 
computation of the deduction involves an 
estimate of the number of units contained in 
the deposit. After this estimate is made, it 
is multiplied by the then selling price of the 
unit and discounted over the period esti- 
mated to be required to remove the ore. 
Fair market value is thus ascertained. From 
that point on, the computation of the deduc- 
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tion is similar to that described for cost de. 
pletion. The deduction ceases when the basis 
reaches zero. 


Percentage Depletion. This method allows 
recovery to the taxpayer, tax free, of a given 
percentage of the gross income from the 
deposit upon the arbitrary assumption that 
the taxpayer has extracted the specified per- 
centage from the total deposit during the 
year. Percentages differ, depending upon 
the mineral. The tax consequences of this 
method are at once distinguishable from 
those of cost and discovery, since under it 
the taxpayer may continue to deduct deple- 
tion after his cost or the fair market value 
of the deposit is recovered. 


The Revenue Acts of 1913 and 1916 pro- 
vided only for the cost method of computing 
depletion. The 1918 Act allowed discovery 
depletion to minerals and oil and gas, retain- 
ing cost depletion as the basis for all other 
natural resources. This practice was fol- 
lowed in the 1921 and 1924 Acts. Percentage 
depletion made its appearance first in the 
Revenue Act of 1926. Discovery depletion 
was limited to mines and a new provision 
inserted providing for percentage depletion 
in the case of oil and gas wells. Cost deple- 
tion was continued for other natural resources. 
This procedure was continued in the Reve- 
nue Act of 1928. In the 1932 Act, percentage 
depletion was substituted for discovery de- 
pletion in the case of coal, metal mines and 
sulphur; and producers of these resources 
were required to make an election as to 
whether they would claim cost or percentage 
depletion. The election, once made, was 
binding upon the taxpayer for subsequent 
years. These provisions remained unchanged 
in the Revenue Acts of 1934, 1936 and 1938, 
and were carried over into the Internal Reve- 
nue Code. In the Revenue Act of 19424 
group of non-metallic minerals was afforded 
percentage depletion, subject to the limita- 
tions applicable to metal mines; and in the 
Act of 1943, this group was expanded ma- 
terially. 


Percentage depletion as a tax policy is the 
outgrowth of two factors: the desire to elim- 
inate the entanglements attendant upon the 
administration of both the cost and discovery 
methods of depletion; and its stimulating 
effect upon the search for new ore deposits. 
But the method has an inherent tax weak- 
ness. The excessive deductions allowed dis- 
tort the ore producer’s tax liability beyond 
the normal limits of accuracy common to 
the rule of thumb cases and result in a sub- 
stantial loss of revenue. The extension of 
percentage depletion to an enlarged group 
of non-metallic minerals effected by the 
Revenue Act of 1943 was recommended as 
an incentive measure designed to bring 
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about output up to the level of the country’s 
wartime needs. | 
only for the duration of the war. 


It is to remain in the law 


III. The Treatment of Gain or Loss Upon 
the Cutting of Timber 


It was the application of the “capital asset” 
definition to the disposal of growing timber 
which led to the special provision in the 1943 
Act in favor of the timber industry. The 
definition had been applied with results vary- 
ing according to the circumstances surround- 
ing the removal of the timber. (1) A taxpayer 
who owns growing timber may harvest it 
himself, convert it into lumber, and dispose 
of the lumber to his customers. Under such 
circumstances there would appear to be no 
question but that under prior law the trans- 
action was within the exclusion from the def- 
inition dealing with property held for resale 
to customers, and profit on the operation 
was taxed as an ordinary gain. (2) On the 
other hand, the taxpayer who sold his grow- 
ing timber en bloc for a lump sum dealt with 
a “capital asset” and was entitled to treat 
excess of selling price over cost as a capital 
gain, subject to a favored treatment. (3) Yet 
a third method of disposition exists. The 
taxpayer may dispose of his growing timber 
under a so-called “cutting” contract, wherein 
the price to be paid to him by the purchaser 
is reckoned at so much per thousand feet of 
timber cut, the owner retaining an economic 
interest in the timber until it is paid for. 
Under such circumstances, can it be said that 
the owner of the timber is engaged in “a 
trade or business” so that the timber is held 
“primarily for sale to customers in the ordi- 
nary course of his trade or business?” When 
this question reached the courts, it was an- 
swered in the affirmative (Commissioner vw. 
Boeing, 106 F. (2d) 305 (CCA-9; 1939)). The 
fact that the taxpayer’s contractual negotia- 
tions were motivated by a desire to liquidate 
his investment in the timber or that“inde- 
pendent contractors were engaged to remove 
and market it was held not to be decisive. 


It may be noted that under all three pro- 
cedures outlined, the income was realized by 
the taxpayer from the same basic economic 
source: the appreciation in value of the grow- 
ing timber; yet the tax consequence in the 
first and third situation could well be three- 
or four-fold greater than in the second, 


With the enactment of Section 117 (k) in 
the Revenue Act of 1943, the discrimination 
which formerly existed between the disposal 
of timber under circumstances covered by 
the new law and a sale en bloc is effectively 
eliminated. 


The application of the provisions of the 
Revenue Act of 1943 (subsections (1) and 
(2) of Section 117 (k)) to several hypothet- 
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ical situations will serve to demonstrate their 
operation: 


A 


Assume that A owns 1,000,000 feet of grow- 
ing timber acquired on January 1, 1943, 
which bears a depletion basis in his hands of 
$3 per thousand feet. On January 1, 1944, 
this timber has a fair market value of $6 per 
thousand feet. During 1944 A cuts and proc- 
esses about 500,000 feet, selling it to custom- 
ers in the ordinary course of his lumber 
business. There is a capital gain of $3 per 
thousand feet on the timber cut, which is 
taxable under the capital gain provisions of 
the Internal Revenue Code. 


The capital gain ($3) is then added to the 
depletion basis ($3), creating a new basis 
of $5 for the cut timber, which is to be used 
in all computations in which cost is a factor. 
The basis of the uncut 500,000 feet remains 
at $3. 

If A sold the 500,000 feet cut during 1944 
at $10 per thousand and costs of production 
(except depletion basis) amounted to $3 per 
thousand, there would be an ordinary gain of 
$1 per thousand feet ($6 plus $3 subtracted 
from $10), taxable at ordinary surtax rates. 


If, in the above example, the fair market 
value of the cut timber on January 1, 1944, 
had been $2 per thousand feet, there would 
be an ordinary loss of $1 per thousand feet, 
fully deductible from ordinary income. The 
basis for computing gain or loss on the sale 
of the lumber processed from the timber 
would be $2. The basis for the uncut timber 
would remain at $3. 


B 


Assume that, pursuant to a cutting con- 
tract with B made on January 1, 1943, A has 
the right to cut all the merchantable timber 
of the diameter of eight inches or more at the 
stump from B’s lands, market the timber, and 
pay B from the proceeds $4 per thousand 
feet for the logs removed, title to the timber 
to remain in B until sold. During 1944 A 
cuts 500,000 feet of timber, which had a fair 
market value of $6 per thousand on January 
1, 1944. There is a capital gain to A of $2 
per thousand feet, and his new basis for the 
lumber to be used in reckoning profit in his 
business is $6. 


If the timber cut had had a fair market 
value on January 1, 1944, of $3, there would 
have been a loss to A, fully deductible, of 
$1 per thousand feet. 


B’s gain or loss likewise is capital or ordi- 
nary, being computed by subtracting his de- 
pletion basis from the price per thousand 
feet paid to him by A ($4). There is no 
change in the basis of the uncut timber cov- 
ered by the contract. 
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The new classification of income from the 
disposal of growing timber effects uniform 
treatment of income received from the same 
basic economic sources, while before, tax 
consequences varied with technicalities sur- 
rounding the removal of the timber. In this 
respect it may be said that the new provi- 
sions leave policies for the handling of tim- 
ber land to be determined by the requirements 
of the forest industry free from the dictates 
of tax pressures. 













IV. Excess Profits Tax Exemption for 
Natural Gas Companies 







Two years after the enactment of the pres- 
ent excess profits tax legislation, Congress 
was persuaded in the Revenue Act of 1942 to 
afford special excess profits tax treatment to 
the mining and timber industries. The War 
Production Board and the Office of Price 
Administration, in an endeavor to stimulate 
production, were offering premium prices 
above ceiling prices for production of cer- 
tain metals in excess of specified established 
quotas. It was felt that should these bonus 
payments be subjected to the 90% excess 
profits tax, much of their stimulating effect 
would be lost, and, accordingly, complete 
exemption from excess profits taxes was 
granted to them. Premium prices paid for 
timber production in excess of quotas were 
also exempted. But the exemption did not 
stop with bonus payments. Partial exemp- 
tion from excess profits taxes were also ac- 
corded to the net income of these industries 
attributable to their excessive output as com- 
pared with their normal output. 




















The exemption in the case of timber prop- 
erties was to be limited to one-half of the 
current year net income attributable to the 
increased output as compared to the base 
period output, while the exemption in the 
case of coal and iron properties was to be 
limited in the manner applicable either to 
minerals or timber, at the taxpayer’s elec- 
tion. These exemptions were enacted because 
the outputs of the industries affected were 
limited to the amount of the reserve in their 
mineral deposits or timber properties. If 
these reserves were extracted over a period 
of years, the total amount of taxable excess 
profits would be materially less than if the 
extractions were bunched into a few years. 
















Relief similar to that granted by the 1942 
Act with respect to coal mining, iron mining, 
and timber properties was extended to nat- 
ural gas companies. Influenced by the pipe 
line transportation argument, Congress pro- 
vided that natural gas nontaxable income from 
exempt excess output was to be computed 
not only with respect to net income derived 
from withdrawal of natural gas, but also to 
net income derived from its storage and 
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transportation by pipe line. Excluded from 
this computation, however, was all income 
attributable to the distribution of the gas, 


The excessive output of the industry was 
to be determined in a manner identical to 
that employed in the case of minerals an¢ 
timber, and the nontaxable income from this 
excessive output in the manner hitherto em. 
ployed for timber, that is, it was to be an 
amount equal to one-half of the current year 
net income attributable to the excess output 


Cost accounting systems of a highly sensi- 
tive nature will be required to determine the 
net income attributable to the excessive out- 
put in the case of many mining companies 
where two or more metals or non-metallic 
substances, or one or more metals or non- 
metallic substances and coal, exist in the 
minerals extracted from mining property, 
and in the case of integrated natural ga: 
companies engaged in distribution as well 
as withdrawal, storage and transportation oi 
natural gas. A product-by-product cost ac- 
counting system cannot often be develope 
on anything more than purely arbitrary as- 
sumptions, which will not be made by thie 
Commissioner of Internal Revenue and the 
taxpayer with any degree of similarity. Con- 
gress might well have left the natural re- 
sources industries to wisely administered 
depletion and depreciation deductions. 


V. Excess Profits Tax Exemption of Air 
Mail Carriers 


When in 1940 Congress came to consider 
the draft of an excess profits tax law, it was 
urged that if air carriers whose incomes 
were subject to control by the Civil Aero- 
nautics Board were also made subject to 
the excess profits tax, two profit-limiting 
enactments with conflicting norms would re- 
sult. Persuaded by this argument, Congress 
exempted from excess profits taxation those 
corporations which were subject to the pro- 
visions of Title IV of the Civil Aeronautics 
Act of 1938 and received compensation from 
the United States for transporting the mails, 
provided no excess profits resulted from 
their ordinary commercial revenues. This 
plan left to the Civil Aeronautics Board the 
work of effectively curbing war profits of the 
air transport industry. The exemption cov- 
ered the air carrier only if its excess profits 
net income is zero or less after compensatiot 
received from the United States for carrying 
the mails has been excluded from its gross 
income. Thus, in determining whether or 
not it was exempt, the carrier was required 
to compute its adjusted excess profits net 
income by applying its excess profits credit 
and specific exemption against its excess 
profits net income. This method prevented 
the use of air mail compensation as a reduc- 
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‘ing factor in determining whether the car- effective as though it were a part of the orig- 
| rier had any unused excess profits credit for inal exemption provision enacted in 1940. 
‘the year which might be used as a carry- 
I back or carry-over to reduce excess profits 
net income for prior or subsequent years. 


It is to be noted that the exemption applies 
to the corporation. It does not relieve air 
mail compensation from excess profits taxes, 

In the Revenue Act of 1943, Congress should it be found that under the test pro- 

broadened the exemption afforded air car- Vided, the carrier is not an exempt corporation. 
riers by providing that the exclusion of air ~° Except for those provisions which were 
mail compensation shall also be made in’ designed to achieve increased war produc- 
determining the amount of the unused excess _ tion—the temporary extension of the benefit 
profits credit for such year available as an of percentage depletion and the exemption 
offset to adjusted excess profits net income from war profits taxation of income attrib- 
in other taxable years. To the extent, how- utable to excessive production—the Act 
‘ever, that the unused excess profits credit achieves a well considered balance between 
adjustment is attributable to the exclusion the weight of a desire to do substantial equity 
of mail pay, it is available to the carrier to taxpayers and pressure from tlic public 
solely for the purpose of applying the test treasury for an increased income over that 
of exemption. The amendment was made _ provided by the existing revenue system. 
[The End] 
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Dobson v. Commissioner 
By RANDOLPH E. PAUL 






Digested from Harvard Law Review of July, 1944 








jee strange case of Dobson v. Commis- ery constituted taxable income because the 
stoner, 320 U. S. 489 (1943), rehearing capital had been fully recouped when the 
denied, 321 U. S. 231 (1944), recently decided investment was charged off as a loss. This 
by the United States Supreme Court, started issue was resolved by the Tax Court on the 
life as a humble, if engaging, income tax basis of its tax benefit theory. It accord- 
dispute and was miraculously transformed ingly determined that the recovery in each 
by the Supreme Court into an all-embracing case did not constitute taxable income ex- 
essay on the steadily expanding evils of tax cept to the extent that the loss previously 
litigation and the pressing need for judicial claimed had offset otherwise taxable income. 
reorientation. The Court focuses squarely It held in addition that any taxable recov- 
upon the law of “law and fact” which gov- ery was ordinary income rather than a capi- 
erns federal tax appeals. tal gain. The Eighth Circuit, however, ob- 

The decision involved several taxpayers ‘S¢CTV!NS Ina matter of fact nes that the 
who had sold shares of stock at aloss which @S¢S “Present only questions of law,” re- 
was claimed and allowed for income tax ected the tax benefit theory and held the 
purposes and who subsequently reacquired ‘COVEeTIES were taxable income. On appeal 
a portion of their purchase price from the ‘° the Supreme Court, that tribunal —_— 
prior owner in settlement of rescission suits Cluded that the petitions for review did not 
based on fraud and failure to comply with present any question of law, that the Eighth 
local laws. In each case the purchase price Circuit had invaded the domain of “fact 
originally paid by the taxpayer exceeded the which Congress had entrusted to the Tax 
sum of the price received on sale and the Court, and that the original decisions had 
later recovery. The Commissioner asserted to stand. There is, says the Court, a vital 
deficiencies on the ground that the recov- distinction between “questions of law” and 
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“disputes over proper accounting,” which 
are placed within the category of questions 
of fact. The circuit court—and apparently 
the Tax Court as well as the litigants con- 
cerned—had assumed without any qualms 
that the relevance and application of the 
tax benefit rule raised a pure question of 
law. Mr. Justice Jackson, however, with 
the concurrence of his brother-justices, neatly 
demolishes this assumption by moving the 
tax benefit rule from the realm of law into 
the realm of fact. This transmutation of 
law into fact is really the cornerstone of 
the decision. But there still remains the 
stubborn question whether the Supreme 
Court or the circuit court was correct in 
the choice of categories. 


All the taxpayers concerned had realized 
certain recoveries which, if events of prior 
years were’ disregarded, had all the ear- 
marks of taxable economic gain. The tax- 
payers, however, denied that the recoveries 
represented economic gain on the ground 
that the taxable year could not be treated in 
isolation, apart from certain events in earlier 
vears. In short, the inescapable question 
was whether tax consequences should be 
determined, as the Government argued, by 
the principle of the single year. In hold- 
ing that the principle was irrelevant here, 
the Tax Court necessarily rejected a rule 
of law which the Supreme Court itself has 
applied. It may be that the principle is 
inapplicable here, but it is certainly a de- 
parture to hold that a decision which denies 
the relevance of a principle is a determina- 
tion of fact. Thus, in Commissioner v. Hein- 
inger, 320 U. S. 467 (1943), decided simul- 
taneously with the Dobson case, the Court 
unanimously held that the relevance of a 
principle raises a question of law for the 
appellate courts even if the principle is ulti- 
mately rejected. Mr. Justice Jackson’s sug- 
gestion that other courts should conform 
“where possible” to the Tax Court’s deci- 
sion of “law questions” seems to be irrele- 
vant here, if the Tax Court has not decided 
any question of law. 


The problem is whether the taxpayers 
erred in claiming that their taxable recov- 
eries were from a sale or exchange of prop- 
erty, as the Tax Court held, or whether the 
Tax Court erred. Mr. Justice Jackson’s an- 
swer is that he cannot say that the Tax 
Court was wrong, and hence the process of 
review is exhausted. Once more the Su- 
preme Court exiles itself from the domain 
of interpretation. 


The new era of appellate review, sup- 
posedly inaugurated by the Dobson decision, 
is graphically illustrated by the Court’s dis- 
position of the petition for rehearing. The 
taxpayers had raised an issue which exem- 
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plified the run-of-the-mine controversy: 4} 
certain occurrences fit within or add up ty 
a specified concept? Appellate courts, jp. 
cluding the Supreme Court, have answere; 
such questions day after day without the 
slightest qualms. Mr. Justice Jackson turn; 
the tables on earlier practice. In his own 
words: “The Tax Court did not find as, 
matter of fact, and we decline to say as; 
matter of law, that such a transaction is, 
‘sale or exchange’ of a capital asset in the 
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accepted meaning of those terms.” It isn} We » 
at all clear how the Tax Court could have} in the D 
made a mere finding of fact on the issue } tion oF * 
The quoted language is followed by the of law 
citation of two cases (Helvering v. Flaccy | Jackson 
Oak Leather Co., 313 U. S. 247 (1941) ani fp by assu 
Fairbanks v. United States, 306 U. S. 4%§ the Do! 
(1939)) in which the Court, in the pref signed 
Dobson era, had itself determined whether § [ate PT 
certain transactions were sales or exchanges § 'SSUe- 
In disposing of the petition for rehearing The : 
the Court has fulfilled its function of clari- BF the gr 
fication, to its own satisfaction, by stating opinion 
that some Tax Court interpretations are re- § decisiot 
viewable “as a matter of law” and others § of fact 
are not. If the question whether certain § put fai 
occurrences add up to the statutory term tinguis 
“sale” is a question of proper tax account: § js one 
ing, and therefore a question of fact, there J guess 
is remarkably little for the circuit courts § the lav 
to review. that tl 
, pected 
The Aftermath of Confusion Supret 
The Supreme Court in the Dobson case} the W! 
leaves an impression that difficulty in an- weeks 
swering a question may excuse a failure to § UPO" 
answer it. — 
The question is not whether the Tax (1944) 
Court applied “the correct rule of law,” but anand 
whether it applied a reasonably correct rule. § 5, 5; 
Obviously, this view is a drastic departure § jponc 
from accepted canons of review in the ta ff the q 
field, for the Tax Court’s control of the law § oa] 
may become practically coterminous with § white 
its control of the facts although Congres: } ;..¢¢, 
itself has very definitely intended other § 1.3: 
wise. It is important to remember that the J jig | 
vital question is not the superiority off in4 , 
certain principles of review as compared J }.., 
to others, if the thorns of tax administra J ciroy: 
tion are to be eliminated, but rather the 
ascertainment and application of the basic He 
rules established by legislation. There are § First 
several indications in the Dobson opinion § that 
that the Court may be scuttling the tradi- § quiri 
tional distinction between review of the § settl 






facts and review of the law, although such 
a step was unnecessary in view of the as 
sumption that the issue involved was one 
of fact and not of law. The opinion em- 
phasizes that the Tax Court’s decision 1 
not contrary to any principle found 
statute or regulation, and thereby forecloses 
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the possibility of review. This aspect of 
the decision may, however, be explained 


‘away as deriving from the assumption that 


only a factual question was raised. Since 
tax liability is rooted in some standard cre- 
ated by or deducible from legislation, any 
tax imposed must be justified in the light of 
such standard. There is no such thing as a 
“lawless” tax decision consisting entirely of 
a conglomeration of facts. 


We have seen that the crucial question 
in the Dobson case was whether the applica- 
tion of the tax benefit rule raised a question 
of law or a question of fact. Mr. Justice 
Jackson apparently responds to the question 
by assuming that it is one of fact. Thus, 
the Dobson opinion, which is clearly de- 
signed to set the current fashions in appel- 
late practice, begs the very question at 
issue. 


The more one studies the Dobson opinion, 
the greater the confusion, for the entire 
opinion seems to “walk on quicksand”. The 
decision dwells at length upon the sanctity 
of facts, as determined by the Tax Court, 
but fails to explain how fact is to be dis- 
tinguished from law. And even if the issue 
is one of law, the circuit courts must still 
guess whether the Tax Court’s version of 
the law may be reversed. One might add 
that the circuit courts can hardly be ex- 
pected to have an easy time of it, if the 
Supreme Court itself has become lost in 
the wilds of appellate practice. Within two 
weeks after the Dobson decision descended 
upon a startled tax world, the Supreme 
Court rendered its opinion in Dixie Pine 
Products Co. v. Commissioner, 320 U. S. 516 
(1944). On this occasion the Court made 
no secret of the fact that a decision designed 
to bring order out of chaos is working in 
strange ways. The Dixie Pine case involved 
the question whether a taxpayer on the ac- 
crual basis could deduct a local excise tax 
while the validity of the tax was being con- 
tested in the state courts, which ultimately 
sustained the taxpayer. The Tax Court de- 
nied the deduction, the circuit court affirmed, 
and the Supreme Court granted certiorari 
because of a conflict with decisions in other 
circuits. 


Here is indeed a rare essay in obscurity. 
First we are assured, by the Supreme Court, 
that there is a conflict in legal principle, re- 
quiring the Court to intervene in order to 
settle the conflict on the merits. The con- 
flict turns upon the question whether ac- 
crual is suspended while the local tax liability 
is being litigated. The Court then proceeds 
to state the applicable principle of law and 
to apply it. Immediately thereafter we are 
informed that the Tax Court’s determina- 
tion must stand under the Dobson rule of 


Dobson v. Commissioner 


finality because it rested upon the correct © 
rule of law. This last conclusion stands in 
open contradiction of the preceding para- 
graphs in the opinion which actually deny 
finality to the Tax Court decision by select- 
ing de novo the governing principle. It is 
thus pertinent to ask why the Supreme 
Court failed to consider the question under- 
lying the conflict as one of fact as in the 
Dobson case, and therefore lying outside its 
sphere. Finally, the Dixie Pine opinion com- 
pletely overlooks the most interesting item 
of all, namely, that the Tax Court actually 
did not apply the correct rule of law, but it 
was the circuit court that did. 


The Supreme Court’s adventures in the 
wonderland of law and fact are further re- 
vealed in Commissioner v. Heininger, supra. 
In the latter case, the Court dealt with the 
question whether a taxpayer could deduct 
expenses attributable to illegal business ac- 
tivities. The Tax Court, considering the 
question somewhat novel in the immediate 
context, disallowed the deduction because 
of its origin in illegality. It relied upon a deci- 
sion of the Second Circuit, which had reversed 
an adjudication by the Tax Court in a simi- 
lar case (National Outdoor Advertising Bu- 
reau, Inc. v. Helvering, 89 F. (2d) 878 (1937)). 
The Seventh Circuit, however, held on ap- 
peal that the character of the expenditure 
did not bar the deduction, which was other- 
wise allowable. Granting certiorari because 
of an alleged conflict among the circuits, 
the Supreme Court sustained the view of 
the Seventh Circuit. : 


The Heininger and Dobson cases are in 
some sort of harmony once it is conceded 
that the first dealt with a question of law 
and the other with a question of fact. The 
thick fog of fact and law descended once 
more in Security Flour Mills Co. v. Commis- 
stoner, 321 U. S. 281 (1944). On this occa- 
sion seven Justices held the Dobson rule of 
finality inapplicable while the other two were 
equally convinced that the Dobson decision 
governed. Neither group made any attempt 
to justify its views, although what clearly 
was fact to one group was obviously law to 
the other. Again the circuit courts were 
left to the fine art of speculation. 


The questions in the Dobson and Security 
Flour Mills cases were identical in kind. In 
both, the Government argued that its posi- 
tion was firmly rooted in the annual system 
of accounting. In both, broad provisions of 
law were invoked which were equally vague 
in contour. In both, controversy centered 
upon the same expert body’s correlation of 
a series of transactions. And if any case 
qualifies for the Dobson treatment, it is the 


Security Flour Mills case. 
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Admittedly the tax laws are exceedingly 
complex and the complexities show few 
signs of receding. It seems clear that the 
throttling of the appeal process in the man- 
ner of the Dobson opinion with all its accu- 
mulating uncertainties will not abate existing 
complications. The circuit courts must 
carry on in the growing shadow of uncer- 
tainty. Appellate jurisdiction necessarily 
functions precariously, for at any moment 
the Dobson incident may repeat itself. 


Whatever the doubts and confusions be- 
queathed by the Dobson opinion, it has pro- 
duced at least one very desirable certainty. 
An appellate court is no longer free, as in 
the Bogardus (Bogardus v. Comm’r, 302 VU. S. 
34 (1937)) and Tex-Penn (Helvering v. Tex- 
Penn Oil Co., 300 U. S. 481 (1937)) cases, 
to reappraise the evidence and apply anew 
the principle deemed appropriate on the 
seductive theory that the issue is “a mixed 
question of law and fact.” In the Dobson 
case Mr. Justice Jackson states that if the 
appellate court “cannot separate the ele- 
ments of a decision so as to identify a clear- 
cut mistake of law, the decision of the Tax 
Court must stand.” This language unmis- 
takably pronounces a death sentence upon 
the “mixed question” dogma for tax pur- 
poses. Review henceforth is to be strictly 
confined to the law side of the Tax Court’s 
determinations. This painstaking segrega- 
tion of law and fact requires, in turn, an 
investigation of their distinguishing char- 
acteristics. 


Law and Fact Within the Legislative 
Framework 


Since we are dealing with a subject of 
strictly legislative origin, we may appropri- 
ately begin our inquiry with the words of 
the statute. Section 1141(c)(1) makes the 
brief comment that upon the review of a 
Tax Court decision, the circuit courts “have 
power to affirm” or, if the Tax Court’s deci- 
sion “is not in accordance with law, to 
modify or to reverse” the decision. Al- 
though there is no explicit reference to 
“fact” or “questions of fact,” the provision 
is instinct with the dual category of law and 
fact. There is an implication that modifica- 
tion or reversal cannot be predicated upon 
disagreement over fact. Having conveyed 
this message, the statute subsides into si- 
lence as if any remaining questions were 
beneath its notice. Delusive simplicity is 
left to stare us in the face. 


As far as the statute is concerned legal 
questions are entitled to a full review on the 
merits. Prior to the Dobson decision there 
was no quarrel with this rather obvious 
reading of Section 1141. The Supreme 
Court assumed that it, as well as the inter- 
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mediate appellate courts, enjoyed the trad. 
tional power of appellate review to determin 
the correct rule of law. There is no ey. 
dence that the drafters of Section 1141 (c)() 
contemplated, as the Dobson opinion seen; 
to imply, a special set of fact-law concepys 
to govern petitions to review Tax Cour 
decisions. A question of fact is a question 
of fact regardless of the trial forum. 
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If the 
In the attempt to disentangle law and fac, § tional ré 
we have made the rather risky assumption § are fact 
that the problems of appellate review begin — late rev 
and end with the bewildering fact-law dis. — priate b 
tinction. But there is a good deal of lan. — below: 
guage in the Dobson opinion which points, (1) 1 
in addition, toward a serious curtailment tional q 
of review if the question in dispute is solely Court. 
one of law. Even in this case it may be : 
that the Tax Court is immune from reversal (2) , 
if its interpretation of the government legal J 274 its 
standard is not beyond the area of reason. § themse 
able difference of opinion, although the — /av) ™ 
Security Flour Mills decision casts consider- § COMSED 
able doubt upon this proposition. aah 
The view that a reasonable administrative § 8 ; 
interpretation of law is entitled to a con- (3). 
siderable measure of faith and credit in the J techni 
courts marks a recent development in the 
interplay of administrative and judicial re- RA 
view. It derives from a growing belief that 
administrative skill is not exhausted by a kn¢ 
determination of fact and that the classical fed 
category of law and fact unduly narrows he 
the appropriate province of a better in- _ 
formed body. The Dobson opinion suggests 
that this view is equally at home in the OP 
area of taxation, and that the Tax Court's in | 





interpretation “should control unless plainly 
wrong.” Presumably the practice of con- 
forming as closely as possible to the Tax 
Court’s determination of questions of law 
will promote the demands of uniform ad- 
ministration and afford appropriate scope 
to the special competence of the Tax Court. 
The Tax Court functions in the familiar 
fashion of a court of specialized limited 
jurisdiction. It is basically passive in char- 
acter, and can make its view count only 1! 
the party aggrieved consents to air his com- 
plaints before it. As in the case of ordinary 
courts of law, its business depends upon the 
traditional course of litigation. Funda- 
mentally, the Tax Court is an administrative 
tribunal in name only. The Tax Court 
shares its original jurisdiction with 85 dis- 
trict courts and the Court of Claims. Tax- 
payers who are dissatisfied with the Tax 
Court’s interpretation of principle can read- 
ily resort to the other courts. 



























The Dobson opinion is a fair indication 
that in the absence of a regulation the Su- 
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read- 


preme Court may be inclined to defer to the 
informed judgment of the Tax Court as 


! long as it seems reasonable. But the Court’s 


handling of the Security Flour Mills case is 
equally potent evidence that the Dobson de- 
cision may be very deceptive. The Dobson 
opinion also indicates that if there is a 
regulation on the precise issue in litigation, 
the duty to choose between competing ex- 
pert opinions is inescapable. 


If the Tax Court’s expertness and its ra- 
tional reactions to an interpretative question 
are factors which limit the reach of appel- 
late review, they equally indicate the appro- 
priate bounds of the limitation, as indicated 
below: 


(1) The ultimate resolution of constitu- 
tional questions is reserved for the Supreme 
Court. 


(2) The Tax Court’s special competence 
and its informed judgment do not manifest 
themselves in the determination of local 
law, which thereupon settles federal tax 
consequences. The superiority of circuit 
court wisdom is implicit in Helvering v. 
Stuart, 317 U. S. 154 (1942). 


(3) There are innumerable instances where 
technical competence does not necessarily 


increase the Tax Court’s capacity to wrestle 
with a question upon which tax consequences 
hinge. The meaning of a concept which 
derives originally from the common law is 
more easily established by judges who are 
conditioned by training and daily routine to 
the concepts and rules of property law. 


(4) A fourth limitation flows naturally 
from the premise justifying respect for the 
Tax Court’s interpretation. If respect is 
based upon that court’s application of its 
informed judgment to a particular factual 
context, it obviously follows that an inter- 
pretation which does not derive from “an 
independent exercise of judgment” on its 
part is not entitled to the same considera- 
tion. This much is clear from Mr. Justice 
Black’s opinion in the Heininger case, supra. 
Unfortunately, it is not always a simple 
matter to determine when the Tax Court 
has resorted to its own expert capacities and 
when it has bowed to opinions from above. 
The Tax Court cites decisions in support of 
its propositions of law and conclusions, and 
it is not a very easy job to determine whether 
the court is vielding to the pressure of su- 
perior authority or is merely pursuing the 
path of analogy. 


RANDOLPH E. PAUL is in all probability one of the best 
known figures in the tax world. He is a prolific lecturer on 
federal taxation and is more in demand in that capacity since 
he left the Treasury for which he carried Treasury policies to 
businessmen, lawyer and accountant groups, for now he speaks as 
a practicing tax lawyer. His article on the Dobson case was written 


in this latter alter ego. 


Post-war Reduction of Excise Taxes 


“The 


federal budget is not likely to be less than $25 billion a year after 
the war or about three times the 1939 level. 


If we succeed in maintaining full 


employment, however, a budget of this size in order to be balanced will not 
require tax rates to be three times as high as before the war because the income 


base will be far larger. 


The higher the national income the easier it will 
be to pay for the costs of government. 


It is doubly important, therefore to 


recognize the close relationship between the way in which our taxes are collected 


and the flow of income from which they are drawn. 
should be designed to induce a high level of consumers’ expenditures. 


Our post-war system 


Ac- 


cordingly, the first requirement should be a drastic reduction in excise taxes 
because they tax consumption and thus undermine the markets for business. 
Secondly, personal income taxes on the lower income group should be reduced 
by increasing exemptions.”—Marriner S. Eccles, Chairman Board of Governors 
of the Federal Reserve System. 


Dobson v. Commissioner 





STATE TAX 


ALABAMA 
February 1 


Automobile dealers’ reports due. 
Corporation permit application due. 
Public utility inspection fees due. 


February 10—— 


Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Reports of wholesalers, distributors and 
retailers of alcoholic beverages due. 

Tobacco use tax reports and payment due. 

Tobacco wholesalers and jobbers report 
due. 


February 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage tax reports and 
payment due. 


February 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax and reports due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 





ARIZONA 
February 5—— 


Alcoholic beverage licensees’ reports due.. 


February 15—— 


Gasoline tax reports and payment due. 
Gross income reports and payment due. 
Motor carriers’ reports and taxes due. 


February 25—— 


Motor fuel carriers’ reports due. 


ARKANSAS 
February 10—— 


Alcoholic beverage reports and tax due. 

Cigarette salesmen’s and wholesalers’ re- 
ports due. 

Motor fuel carriers’ reports due. 

Natural resources severance taxes and re- 
ports due. 

Statements of purchases of natural re- 
sources due. 
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CALENDAR 


February 15—— 


Oil and gas reports and payment due. 

Reports of wholesale distributors of light 
wines and beer due. 

Statements of wine manufacturers due. 


February 20—— 
Gross receipts tax and reports due. 
Use fuel tax and reports due. 
February 25 


Motor fuel tax and reports due. 
Motor vehicle report due. 




































































CALIFORNIA 






























































February 1 

Beer and wines reports and taxes due. 
ae a ee ee Februa 
Common carriers’ distilled spirits report me 
and tax due. _ 
Gasoline tax due. Februa 
February 10 _ 

Oil and gas production tax reports ‘lue. 
Februz 
February 15—— Ann 
Distilled spirits tax and reports due. Gas« 
Gasoline tax reports due. _—— 
Personal income tax information returns J) 
and remittances of amounts withheld Alec 
due. - 





Use fuel taxes and reports due. Febru 



























February 20— _ 
Motor carriers’ gross receipts tax due. 
COLORADO .- 
February 5—— Ma 
Motor carriers’ tax due. b 
February 10—— Re: 
Motor carriers’ reports due. ° 
Febri 
February 14—— Ca 
Sales tax reports and payment due. Di: 
Use tax reports and payment due. I 
February 15. 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. Febr 
Income tax information returns due. Pr 
Service tax reports and payment due. Febr 
February 25—— Li 
Gasoline tax reports and payment due. | 
February 29—— Li 





Property tax (first installment) due. 
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report 
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CONNECTICUT 
February 1—— 
Gasoline tax due. 


February 10—— 
Cigarette distributors’ 
tory reports due. 
February 15—— 
Annual corporation reports due. 
Gasoline tax reports due. 
February 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
February 28—— 
Motor vehicle registration fees due. 


monthly inven- 


DELAWARE 
February 15—— 


Filling stations’ gasoline tax reports due. 

Manufacturers and importers of alcoholic 
beverages—reports due. 

Resident wholesale dealers’ monthly re- 
port and tax due. 


February 29—— 
Carriers’ gasoline tax reports due. 





Distributors’ gasoline tax reports and 
payment due. 
DISTRICT OF COLUMBIA 
February 1 
Public utilities reports due. 
February 10—— 
Licensed manufacturers, retailers and 


wholesalers of alcoholic beverages—re- 
ports due. 

Licensed manufacturers and wholesalers 
of beer—reports due. 


State Tax Calendar 


February 15—— 


Beer tax due. 


February 25—— 


Gasoline tax reports and payment due. 


FLORIDA 
February 10—— 
Agents’ cigarette tax reports for preced- 
ing month due. 
Inventory tax and report for seasonal 
stores due. 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports and taxes due. 


February 15—— 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports 
due. : 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


February 28—— 


Last day to file annual renewal statements 
and certificates of investments by in- 
surance companies. 


GEORGIA 





February 1 
Motor vehicle registration fees due. 
Property tax returns due. 

February 10—— 

Carriers’ reports and records due. 

Cigar and cigarette reports due. 
February 15—— 

Malt beverage reports due. 


February 20—— 
Gasoline tax reports and records due. 


IDAHO 
February 10—— 
Beer dealers’ reports due. 


February 15—— 
Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 


ILLINOIS 
February 10—— 
Motor carriers’ mileage tax due. 


February 15—— 
Alcoholic beverage reports due. 
Cigarette tax returns due. 
Public utility tax and reports due. 
Sales tax reports and payment due. 






















































February 20—— 
Gasoline tax reports and payment due. 

February 28 
Last day to file franchise tax statements. 
Transporter’s gasoline tax reports due. 





INDIANA 
February 15 
Fuel use tax reports and payment due. 
February 20—— 
Bank share tax due. 
Banks’ and trust companies’ intangibles 
tax due. 

Building and loan associations’ intangi- 
bles tax reports and payment due. 
February 25 

Gasoline tax reports and payment due. 
February 28—— 
Motor vehicle registration fees due. 











IOWA 
February 1 
Coal mine reports due. 
Corporation report delinquent on this 
date. 
Freight line and equipment company 


property taxes due. 
February 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class A permittees’ beer tax reports and 
payment due. 
February 20-—— 
Gasoline tax reports and payment due. 


KANSAS 





February 1 
Motor vehicle registration fees due. 


February 10—— 
Malt beverage reports and taxes due. 


February 15 
Carriers’ gasoline tax reports due. 
Compensating tax reports and payment 

due. 
Motor carriers’ gross ton 
reports and payment due. 


February 20—— 
Sales tax reports and payment due. 
Special fuel use tax reports and payments 
due. 
February 25—— 
Gasoline tax reports and payment due. 





mileage tax 












KENTUCKY 








Dealer 

February 1 Fuel u 
Income tax information returns of nop.§ NeW 
taxable distributions due. — 
ve 

February 10—— nt | 
Amusement and entertainment tax and re. men 


ports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re. 


— 
ports due. Februar’ 


Manu 
bev 





February 15 
Aircraft fuel used in interstate commerce 
—last day to file claim for refund. 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 



















reports and payment due. Gasol 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. Februar 
February 20-—— Admi 
Oil production tax reports and payment Pebruar 
due. Incor 
February 28—— . Februai 
Dealers’ and transporters’ gasoline tax re- Beer 
ports and payment due. Gaso’ 
Moto 
po! 
LOUISIANA 
February 1 
in store tax reports due. 
Chain st e tax rep e ? — 
Domestic corporation reports due. “eee 
. “4° . . . f *O 
Public utility license and pipe line trans-§ * pe 
portation tax due. Publ 
Wholesalers’ tobacco reports due. , 
February 5 — 
Motor vehicle registration fees due. - 
( 
February 10—— a 
Importers’ alcoholic beverage reports due 9 : 
Importers’ gasoline tax reports due. = 
Importers’ kerosene tax reports due. 
Importers’ lubricating oils reports due. 
February 15 oes 
Carriers’ alcoholic beverage reports due. Ban 
Carriers’ gasoline tax reports due. In 
Carriers’ kerosene tax reports due. Gas 
Carriers’ lubricating oils reports due. m 
Income tax information returns due. Febru 
Intoxicating liquor manufacturers’ and ¢.,, 
dealers’ reports due. Feb 
Wholesalers’ and retailers’ tobacco tax re- J*©9RU 
ports due. om 
Se 
February 20—— Feb 
Alcoholic beverage reports due. son 
Dealers’ gasoline tax reports and pay- ‘S 
ment due. e. 
Dealers’ kerosene tax reports and pay- Gas 
ment due. " 
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Dealers’ lubricating oils tax reports due. 

Fuel use tax reports and payment due. 

New Orleans sales and use tax reports 
and payment due. 

Petroleum solvents reports due. 

State sales and use tax returns and pay- 
ments due. 





if non- 





and re. 






MAINE 
February 10—— 


Manufacturers and wholesalers of malt 
beverages—reports due. 





tax re- 






namerce 
nd. 





February 15 
Use fuel tax and reports due. 


February 28—— 
Gasoline tax and reports due. 










soline) 






c. 





reports MARYLAND 
February 10—— 


Admissions tax payment due. 






ivment 





February 15 
Income tax information returns due. 


February 28—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Motor fuel purchasers in cargo lots—re- 
ports due. 









tax re- 














MASSACHUSETTS 
February 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Public utility tax returns due. 





» trans- 

















February 15 
Cigarette distributors’ taxes and reports 
due. 
February 28—— 
Gasoline tax reports and payment due. 

















rts due 
ue, 

e. 
due. 











MICHIGAN 








February 1 


Banks and trust companies’ intangible tax 
information returns due. 

Gas and oil severance tax reports and pay- 
ment due. 


February 5—— 
Carriers’ gasoline tax reports due. 
February 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 


February 20—— 
Distributors’ gasoline 
payment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 
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; due. 
























































d= pay- tax reports and 

















d pay- 














February 28—— 













Motor vehicle registration fees due. 


MINNESOTA 
February 1 


Annuity income tax and information re- 
turns due. 

Express, freight line, sleeping car, tele- 
graph and telephone company gross 
earnings returns due. 

Iron severance royalty tax reports due. 

Railroads’ leased freight car reports due. 


February 10—— 
Brewers’, manufacturers’ and wholesal- 
ers’ alcoholic beverage reports due. 








February 15 
Interstate motor carriers’ mileage tax due. 
Railroads’ semi-annual gross earnings re- 

ports due. 


February 23 
Diesel fuel reports of sales and purchases 
due. 
Distributors’ and special use fuel reports 
and payments due. 


February 25—— 


Dealers in farm tractor fuels reports and 
payment due. 





MISSISSIPPI 





February 1 
Property tax (first semi-annual install- 
ment) due. 


February 5—— 


Factory reports due. 


February 10—— 


Admissions taxes and reports due. 


February 15—— 
Gasoline tax reports and payment due. 
Information returns due. 

Manufacturers’, distributors’ and whole- 
salers’ tobacco reports due. 

Retailers’, wholesalers’ and distributors’ 
and common carriers’ light wines and 
beer reports due. 

Sales taxes and reports due. 

Timber severance taxes and reports due. 

Use tax reports and payment due. 


February 25 
Oil severance tax report and payment due. 


February 28—— 
Insurance companies’ premiums 
(semi-annual) and reports due. 





taxes 
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MISSOURI 


February 5—— 
Non-intoxicating beer permittees’ reports 
due. 


February 10—— 

Oil inspection reports and fees due. 
February 15—— 

Alcoholic beverage reports due. 

Kansas City property tax returns due. 

Retail sales tax reports and payment due. 
February 25—— 

Use fuel tax and returns due. 
February 28—— 

Gasoline reports and tax due. 

Soft drinks tax reports and payment due. 


MONTANA 





February 1 
Motor vehicle registration and fees due. 
February 15—— 


Brewers’ and liquor wholesalers’ tax re- 

















NEW JERSEY 
February 1—— 
Bank share tax (quarterly installmen: 
due. 
Property tax (quarterly installment) dy 
Public utilities using streets—gross rp. 
ceipts tax reports due. 

























































































Gasolit 
February 10—— Insura’ 
Busses and jitneys in municipalities— repo 
gross receipts reports and taxes due. Water, 
Interstate busses—excise taxes and fr. and 
ports due. 
February 15—— 
Manufacturers’, distributors’, transpor: 
ers’, warehousemen’s and asad Februar, 
alcoholic beverage taxes and repors Bank 
due. Gener 
February 20-—— Februar 
Retailers’ alcoholic beverage reports ani Carrie 








taxes due. Railrc 










































































28 rept 
ports and payment due. oo : , Unfor 
: arriers’ gasoline tax reports due. 
Electric company reports and taxes due. atte ; : por 
‘ Distributors’ gasoline taxes and reports 
Gasoline tax reports and payment due. ion Februat 
February 20—— Last 
pie eanereyel pepe a omen vig re- NEW MEXICO pay 
ners crude petroleum reports due. February 1 Sales 
NEBRASKA Mineral property tax returns due. a 
se 
February 1 February—First Monday. 
Motor vehicle registration and fees due. Railroad, telegraph, telephone, and trans-§ Februa 
February 15—— mission or pipe line company property Dist: 
Alcoholic beverage manufacturers’ and tax returns due. m¢ 
wholesale distributors’ reports due. February 15—— Frar 
Gasoline tax reports and payment due. Occupational gross income tax reports and re] 
Imitation butter reports and taxes due. payment due. 
NEVADA Oil and gas conservation tax reports and 
eh 1 —. due. P — Febru: 
I ts’ and brokers’ licenses Soe even Cig: 
surance agen s ses . é 
pe ’ February—Third Monday: Oil 
Petroleum products reports and fees due. gy iscwina rolling stock property tax re Feb 
urns due. ebru 
February 15—— 
Carriers’ motor vehicle fuel reports due, February 20- ‘ Ale 
FE 2 Motor carriers’ reports and taxes due. re 
ebruary 25—— Gas 
Dealers’ gasoline tax reports and pay- February so Inte 
Gasoline taxes and reports due. é 
ment due. ae : Rai 
Fuel users’ tax reports and payment due. .- or compensating taxes and reports “ 
ue. 
NEW HAMPSHIRE 
February 10—— NEW YORK Feb 
Alcoholic beverage reports and taxes due. February 15—— A iebeod 
February 15 Information returns and remittances oi'f Re 
t amounts withheld due. ] 
Use fuel tax and reports due. : — : 
Transportation and transmission compa Febr 
February 28—— : 7 nies’ additional taxes and reports due. : 
Carriers’ reports of motor fuel deliveries Ac 
due. February 20—— Cl; 
Distributors’ gasoline tax and reports due. Alcoholic beverage taxes and reports due. | 
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February 25—— 

New York City conduit company taxes 
and reports due, 

New York City public utility excise taxes 
and returns due. 


February 28—— 


Gasoline tax reports and payment due. 

Insurance company premiums taxes and 
reports due. 

Water, electric, gas, etc., companies’ taxes 
and reports due. 





Ilment) 






It) due 


OSS fe. 








lities— 
due. 
and fe. 







NORTH CAROLINA 
February 1 


Bank share tax delinquent. 
General property taxes delinquent. 


February 10—— 


Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage taxes and 
reports due. 

Unfortified wine additional tax and re- 
ports due. 


February 15—— 


Last day to make semi-annual reports and 
pay insurance company premiums taxes. 

Sales tax reports and payment due. 

Spirituous liquor taxes due. 

Use tax reports and payment due. 


February 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Franchise carriers’ and haulers’ taxes and 
reports due. 





nsport- 
porters 
reports 














rts and 








reports 









1 trans- 
roperty 








rts and 







rts and 


NORTH DAKOTA 








February 1 


Cigarette distributor’s report due. 
Oil reports and fees due. 







tax fe- 





February 15—— 


Alcoholic beverage transactions taxes and 
reports due. 

Gasoline tax reports and payment due. 

Interstate motor carriers’ tax due. 

Railroad and telephone companies’ prop- 
erty tax reports due. 






due. 







reports 






OHIO 





February 1—— 
Report to Department of Industrial Re- 

lations due. 

February 10—— 


Admissions taxes and reports due. 





ices Of 






>ompa- 
ts due. 






ts due. erage reports due. 
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February 15—— 


Class A and B permittees’ alcoholic bev- 





Cigarette use taxes and reports due. 
Grain handling tax and report due. 
Property tax and return due. 


February 20—— 
Dealers’ gasoline tax reports due. 


February 28—— 


Carriers’ gasoline tax reports due. 
Gasoline tax due. 


OKLAHOMA 


February 1—— 
Oil, gas and mineral gross production 
taxes and reports due. 


February 5—— 
Operators’ reports of mines other than 
coal due. 


February 10—— 
Airports’ gross receipts taxes and reports 
due. 
Non-intoxicating alcoholic beverage taxes 
and reports due. 


February 15—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Information returns under income tax 
due. 
Sales taxes and reports due. 


February 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil taxes and reports due. 
Use tax reports and payment due. 
Sales’ tax payment due. 


February 28—— 
Fur dealers’ reports due. 
Intangible personal property of public 
service corporations and railroads listed. 
Property statement of public service com- 
panies due. 


OREGON 
February 10—— 
Oil production tax reports and payment 
due. 
February 15—— 
Income tax information returns due. 
Second quarterly installment of property 
taxes due. 


February 20—— 
Alcoholic beverage taxes and reports due. 
Motor carriers’ taxes and reports due. 
Use fuel tax and report due. 

February 25 
Gasoline tax and report due. 











































PENNSYLVANIA 
February 1—— 
Last day to file public utility reports and 
pay taxes. 
Motor carriers’ gross receipts taxes and 
reports due. 


February 10—— 
Importers’ spirituous and vinous liquor 
reports due. 
Malt beverage reports due. 


February 15 

Bank share tax reports due. 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 

Manufacturers’ alcoholic beverage taxes 
and reports due. 

February 28—— 


Gasoline tax reports and payment due. 





RHODE ISLAND 
February 1 


Reports due from owners of ships in for- 
eign commerce. 


February 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 





February 15 
Gasoline taxes and reports due. 
Unincorporated business tax returns and 

taxes due. 


February 29—— 
Last day to file annual corporation reports. 





SOUTH CAROLINA 
February 1—— 
Last day to file billiards license tax. 


February 10—— 
Admissions taxes and reports due. 
Beer and wine wholesalers’ reports due. 
Last day to file public utilities and power 
tax returns and make payment. 


February 20—— 

Motor fuel taxes and reports due. 

Gasoline taxes and reports due. 

Last day for telegraph, express, sleeping 
car and telephone companies to deliver 
property statement. 

February 28—— 

Last day to file corporation license tax 
reports. 

Last day to make public utility franchise 
tax returns. 
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SOUTH DAKOTA 
February 1 





Februar, 


Passenger motor carriers’ taxes due, 











Carrie 
Aquo 
February 15—— ce 
Alcoholic beverage sales reports due; tay Minin 
due thirty days hence. 
Gasoline tax reports due; tax due thirty § Februar 
days hence. Publi 
Use fuel tax reports and payments dye 
Februat 
February 28—— 
te ; : Incor 
Foreign corporation reports and fees due Use f 
Februa: 
TENNESSEE Cust 
February 1 duc 
Cottonseed oil mill reports due. Distr 
Diary products return due. anc 
Milk and cream buyer’s and frozen des- 
sert manufacturer’s reports due. Pebrua’ 
Mote 
February 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. Februz 
Last day to make alcoholic beverage re- Alco 
ports. 
Februz 
February 15—— 5] 
Sie ee Elec 
Mines’ annual statistical reports due. ie 
Reports due on fuel used in internal con- “mene 
bustion engines. 
Febru: 
February 20—— ' 
sa , : nsu 
Distributors’ gasoline taxes and _ reports “ier 
AS 
due. i 
Liquid carbonic acid gas tax due. 
Febru 
TEXAS “as 
February 15 
Oleomargarine dealers’ taxes and reports 
due. Febru 
February 20—— Bar 
Gasoline taxes and reports due. Febru 
Liquefied gas and liquid fuel use tax and Bec 
reports due. e 
Motor fuel and use fuel tax and reports 
due. Febru 
Oil and gas well servicers’ reports ani Car 
gross receipts taxes due. Us 
February 25 Febn 
Carbon black production taxes and reports Ga 
due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. Febr 
Theatres’ prizes and awards taxes ané Di: 


reports due. 


State 










































UTAH February 15 


February 10—— : Butter substitutes taxes and reports due. 
Carriers’ use fuel tax reports due. Carriers’ gasoline tax reports due. 




















e. 
Liquor licensee’s reports due. Insurance company gross premiums tax 
Mining occupation tax returns due. returns due. 
le; taf Mining property tax returns due. Property taxes due. 
Wholesalers’ cigarette tax reports due. 
thirty § February—Second Monday . 
Public utility property tax returns due. February 20—— 
ts due Use fuel oil tax and reports due. 
“E February 15—— I 
Income tax information returns due. February 25 
es due Use fuel tax and reports due. Gasoline taxes and reports due. 
February 25—— 
Carriers’ reports of motor fuel deliveries WEST VIRGINIA 
due. February 10—— 
Distributors’ and dealers’ gasoline reports Alcoholic beverage taxes and reports due. 
and tax due. 
n des- February 15 
Pavey ' , Sales taxes and reports due. 
Motor vehicle registration fees due. 
February 29—— 
Gasoline tax and reports due. 
VERMONT 
February 10—— 
ise Te Alcoholic beverage taxes and reports due. WISCONSIN 
Febr 10—— 
February 15—— ebruary : 
Pivctstie Hate aad cl as ’ sae Alcoholic beverage tax reports due. 
€. a a a oe Seren Sy Seen Tobacco products tax returns due. 
i and taxes due. 
Income tax information returns due. February 15—— 
February 28 Railroad and street railway semi-annual 
_ : gross receipts reports due. 
-eports nsurance Company premiums tax due, 
Last day for domestic banks to pay semi- February 20—— 
annual installment of deposits tax. Gasoline and diesel fuel taxes and reports 
February 29—— due. 
Gasoline taxes and reports due. February 28—— 
Privilege dividend taxes and returns due. 
-eports VIRGINIA Real and personal property taxes due. 
February 1 
Bank share tax reports due. WYOMING 
| February 10 February 1 : 
ix and A ee Se ree f. Annual report of railroads to county as- 
poe eh ers and manutactur- sessors due. 
eports ee ae Carriers’ gasoline tax reports due. 
Feb —— 
— She . : February—Second Monday 
, “ak gasoline tax reports due. Last day to file mine products tax returns, 
Use fuel tax and reports due. 
bru 15—— 
February 28—— ™ tal ; 
reports Gasoli a ' Dealers’ gasoline tax and reports due. 
zasoline taxes and reports due. Sales taxes and reports due. 
eports Use taxes and reports due. 
WASHINGTON Wholesaler’s gasoline tax and reports 
1¢e February — due. 
San Distillers’, brewers’, manufacturers’ and February 20—— 
Wineries’ tax reports due. Motor carriers’ taxes and reports due. 
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February 1—— 

Last day to file ownership certificates 
with withholding agents where bond 
interest is exempt or excess tax was 
withheld in 1942. Form 1000. 

Return of corporate distributions during 
1943 claimed to be nontaxable. Forms 
1096, 1099. 


February 10—— 

In the case of an employer who during 
January withheld more than $100 from 
wages under Code Sec. 1622, due date 
to pay amounts withheld to authorized 
depository. 


February 15—— 

Annual information returns of salaries, 
dividends and other payments. Forms 
1096, 1099. 

Annual information return of banks and 
brokers on customer security or com- 
modity sales of $25,000 or more. Forms 
1100, 1100A. 

Corporation income tax and excess prof- 
its tax returns due for fiscal year ended 
November 30. Forms 1120 and 1121. 

Entire income-excess profits tax or first 
quarterly installment due on returns for 
fiscal year ended November 30. Forms 
1040, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second 
quarterly installments due under gen- 
eral extension (citizens abroad, etc.) 
for fiscal year ended August 31, with 
interest at 6% from November 15 on 
first installment. Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended August 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended November 30. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year 
ended August 31. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended Au- 
gust 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended November 30. Form 1040. 

Life insurance company income tax re- 
turns due for fiscal year ended Novem- 
ber 30. Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for January. 


Form 957. 
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Nonresident alien individual income tg 
return due for fiscal year ended A\ 
gust 31. Form 1040B. 

Nonresident alien individual income ts 
return due (no U. S. business or office 
for fiscal year ended August 31. For 
1040NB, 1040NB-a. 

Nonresident foreign corporation incom 


tax return due for fiscal year endehog pac’ 
August 31. Form 1120NB. to a ba 


Partnership return of income due for fiscdthe tab] 
year ended November 30. Form 106}the tax 
Resident foreign corporations and domegappeare 
tic corporations with business and boolftion. 
abroad or principal income from U. 4 whi 
possessions—returns due for fiscal yeaf.¢ Law 
ended August 31, by general extensiog.,. jis 
Forms 1120 and 1121. aa 
Stockbrokers’ monthly return of stamwriter « 
account due for January. Form 838. 










uest E 























Income 

Third quarterly income-excess profits tayto a pl 
payment due for fiscal year endeqprofess 
May 31. Forms 1040, 1041, 112Qmoral | 





1120H, 1120L, 1121. 


yur tar 
On th 
February 21 the tit 
Monthly information return of ownershig accour 
certificates and income tax to be paid afto cri 
source on bonds due for January. Fornq iallen 
1012. Treast 
comm 

February 28— a ie 
Admissions, dues and safety deposit boy wheth 
rentals tax due for January. Form 729 has b 


Excise taxes on electrical energy, tele} to his 
graph and telephone facilities, transpor little ( 
tation of oil by pipe line, and passengeq ing Pp 
transportation due for January. Fornj jurati 
727. Wi 


Excise taxes on lubricating oils, matches] the s 
and gasoline due for January. For 
726. 

Excise taxes on sales due for January. 
Form 728. 

Processing taxes on oils due for January: 
Form 932. 

Retail dealers’ excise tax and returns due 
for January on jewelry, etc., furs and 
toilet preparations. Form 728a. 

Sugar (manufactured) tax due for Jan 
uary. Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement 
and gaming devices due for January, !! 
liability incurred. Form 11B. 








































[ome 


ided Al 


uest Editorial, continued— 


“ad back in 1923 when the only resemblance 


1o a bar in the Treasury Department was 


dhe table between the Treasury conferee and 


the taxpayer and his representatives who 


dappeared to discuss the tax under considera- 


tion. 


While the author of “Income Tax Practice 
yf Lawyers” concerned himself largely with 
the historic requirements of admission to 
sractice before the Treasury Department, the 
writer on “Accounting as Affected by Federal 
Income Taxation” devoted his thoughts largely 


¥to a plea to the members of the accounting 


profession to give a higher rating to “the 
moral intelligence and political capacities of 
ur tax-law-making members of Congress.” 
On the other hand, he points out that “for 
the time being we need more courageous 
accountants—accountants who are not afraid 
to criticize boldly the theories they have 
fallen heir to, the theories advanced by the 
Treasury Department and others”. If current 
comments in the accounting profession are 
a measure, there may be some question 


¥ whether the maker of such recommendations 


anuary. 
anuary 


rns due 
irs and 


or Jan- 
id pool 


isement 
uary, Il 


igazine 


has been fully satisfied with the response 
to his first plea but certainly he can have 
little complaint with the response the account- 
ing profession has given to his second ad- 
juration. 

With the exception of the elimination of 
the single word “income”, the editors* of 


the first issue of this distinguished sheet 
spoke as the editors of the periodical might 
very well speak today. They told the reader 
that the magazine had been “launched in 
response to an insistent demand for a publi- 
cation of general circulation devoted to the 
consideration of Income Tax problems”, This 
magazine accordingly came to life with a 
view to accomplishing the following purposes: 
“To provide readable information on income 
taxation subjects; to promote a better under- 
standing between all the conflicting interests 
effected by state and federal income taxes; 
and to present facts and ideas on taxation 
subjects which will result in more equitable 
administration of tax laws and in the pro- 
motion of future tax legislation that will be 
founded more invariably upon sound economic, 
legal, and accounting principles.” 


As a reader of the periodical since its 
first issue, the writer is happy that the 
publisher’s adherence to the original fore- 
cast and statement of purpose has continued. 
The publication holds a unique place in the 
tax world and has a definite value for all 
persons interested in practical tax problems 
and procedure. It attracts the contributions 
of outstanding men in practice, legislation, 
administration and judicial decision. 


If there were no such publication, the public 
interest would require its creation. In its 
21 years, the publication has come “of age” 
and has justified both its birth, its past and 
its future. 
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